Intercompany Transactions
(Introduction) Section 2020.0

The analysis of intercompany transactions beRegulatory concern focuses on whether suc

tween a parent company, its nonbank subsidfees are reasonable in relation to the service

aries, and its bank subsidiaries is primarily infendered and on the financial impact on the

tended to assess the nature of the relationshipank subsidiaries.

between these entities and the effect of the rela-

tionships upon the subsidiary banks. Both legal

and financial ramifications of such transactiong. Tax Allocation:

are areas of concern. Certain intercompany

transactions are subject to the provisions of Seé bank holding company organization’s deter-

tion 23A and/or 23B of the Federal Reserve Actmination of the allocation of taxes among its

Several types of intercompany transactions ancbmponent companies involves questions o

their relevance to regulatory concern are preboth the magnitude and timing of the cash flow

sented below: effects. Unreasonable or untimely tax payment
or refunds to the bank can have an advers
effect on the financial condition of the banking

1. Dividends Paid by Subsidiaries to the subsidiaries.

Parent:

Dividends represent a highly visible cash out5. Purchases or Swaps of Assets:

flow by subsidiaries. Should the dividend pay-

out ratio exceed the level at which the growth ofAsset purchases or swaps between affiliates cr

retained earnings can keep pace with the growtlite the potential for abuse of subsidiary banks

of assets, the subsidiary’s capital ratios wilRegulatory concern focuses on the fairness c

deteriorate. Such dividends may also have such asset transactions, their financial impac

negative effect on the subsidiary’s liquidityand timing. Fairness and financial consider

position. ations include the quality and collectibility of
such assets and liquidity effects. Asset ex
changes may represent a mechanism to avo

2. Transactions with Affiliates: regulations designed to protect subsidiary bank
from becoming overburdened with nonearning

Transactions with affiliates is another area ofssets. Improper timing or certain structuring:

potential abuse of subsidiary banks. Regulatorgf asset transactions can also cause them to |

concern centers on the quantitative limits andegarded as extensions of credit to affiliates witt

collateral restrictions on certain transactions byhe potential for violations of applicable regula-

subsidiary banks with affiliates. Such restrictions and statutes.

tions are designed to protect subsidiary banks

from the potential jeopardy involved in being

used as a source of financing by affiliates, and t6. Compensating Balances:

ensure the collectibility of extensions of credit.

Checking accounts of the parent or nonbank subsidiary bank may be required to maintair
subsidiaries at subsidiary banks present the pexcess balances at a correspondent bank whi
tential for overdrafts, which are regarded adends to other parts of the holding company
extensions of credit to an affiliate by the subsiderganization possibly to the detriment of the
iary bank. Overdrafts can potentially have arbank. The subsidiary bank may be foregoing
adverse effect on the bank’s financial conditionearnings on such excess funds which may ac
Interest paid and the timing of payments orversely affect its financial condition.
savings accounts and certificates of deposit are
of concern, also.

7. Other Expense Allocations:

3. Fees Paid by Subsidiaries: In general, a subsidiary bank should be ade
quately compensated for its services or for the

Management or service fees also represent cagke of its facilities and personnel by other part:

outflows by bank subsidiaries. Such fees may he

paid to the parent, the nonbank subsidiaries, ®HC Supervision Manual December 1992

in some cases to the other bank subsidiaries. Page 1
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of the holding company organization. Further-ance with pertinent banking laws. In reviewing
more, a subsidiary bank should not pay fothe subsidiary bank’'s examination report, any
expenses for which it does not receive benefit. violations of laws and regulations applicable to
intercompany transactions should be noted. If
the violation resulted from the actions of an
2020.0.1 ROLE OF THE EXAMINER affiliate, the affiliate’s role should be identified
and be subject to criticism in the inspection
In order to assess properly intercompany transeport.
actions and relationships between affiliates, the Violations of banking laws discovered during
examiner must make a thorough analysis othe inspection should be brought to manage-
most intercompany transactions and must haveraent’s attention; however, any action or criti-
knowledge of applicable laws, regulations, anatism levied directly on the bank should come
rulings. In particular, the examiner should befrom the bank’s primary supervisor. In the in-
familiar with sections 23A and 23B of the Fed-spection report, violation of banking laws
eral Reserve Act. should be discussed only in cases where the
If a subsidiary bank of a holding company isholding company was the cause of or a party to
not a State member bank, the bank’s primaryhe violation.
regulator should determine the bank’s compli-

BHC Supervision Manual December 1992
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Intercompany Transactions (Transactions Between Affiliates—
Sections 23A and 23B of the Federal Reserve Act) Section 20z

2020.1.1 SECTION 23A OF THE
FEDERAL RESERVE ACT

banking regulations and statutes. If the exam
iner finds a violation(s) of either section 23A or
section 23B of the Federal Reserve Act during
Section 23A of the Federal Reserve Act appliethe holding company inspection, the violations
to all state member banks and FDIC-insureghould be reported in the inspection report or
banks. In addition, section 301 of the Financiathe Violations report page.
Institutions Reform, Recovery, and Enforce- Section 23A applies specifically to member
ment Act of 1989 (FIRREA) made the provi- banks; however, every bank subsidiary of &
sions of the Federal Reserve Act applicable tholding company is required to be an insurec
savings associations. bank and is therefore subject to section 23/
Section 23A of the Federal Reserve Act ighrough section 18(j) of the Federal Deposi
designed to prevent the misuse of a bank'$surance Act, which extends the provisions o
resources stemming from non-arm’s-lengttsection 23A to nonmember insured banks. Ever
transactions with its affiliates. The statutesavings association is subject to sections 23,
defines “covered transactions” to include exten-and 23B because of FIRREA. Section 23A cov:
sions of credit. ered transactions are also subject to the prov
Section 23A restricts “covered transactions”sions of section 23B of the Federal Reserve Act
as follows: However, transactions between chain banks ¢
“sister” banks are not subject to section 23B.
1. The aggregate amount of covered transadVith respect to any bank within a holding com-
tions between a bank and its subsidiaries angany, its affiliates include, among others, its
its affiliate cannot be more than 10 percenparent, the parent’s subsidiaries, and other con
of the bank’s capital stock and surplus. panies directly or indirectly controlled by the
2. A bank and its subsidiaries may only engagéank’s shareholders.
in a covered transaction with an affiliate if An insured depository institution’s capital
the aggregate amount of covered transactiorstock and surplus for purposes of section 23A o
of the bank and its subsidiaries with all of itsthe Federal Reserve Act (12 U.S.C. 371c) is—
affiliates will not exceed 20 percent of the

bank’s capital stock and surplus. 1.
. A bank and its subsidiaries are prohibited
from purchasing low-quality assets from the
bank's affiliate. A low-quality asset is any
asset (1) defined as “substandard,” “doubt-
ful,” or “loss,” or treated as “other loans
especially mentioned” in the most recent2.
report of examination prepared by either the
federal or state regulatory agency; (2) carried
in a nonaccrual status; (3) on which principal
or interest payments are more than 30 days
past due; or (4) whose terms have been rene-
gotiated or compromised because of the dete-
riorating financial condition of the obligor.

. Covered transactions between a bank and
its affiliate must be on terms and conditions

tier 1 and tier 2 capital included in an institu-
tion’s risk-based capital under the capital
guidelines of the appropriate federal banking
agency, based on the institution’s most recer
consolidated Report of Condition and
Income filed under 12 U.S.C. 1817(a)(3); anc
the balance of an institution’s allowance for
loan and lease losses not included in its tier
capital for purposes of the calculation of
risk-based capital by the appropriate federa
banking agency, based on the institution’s
most recent consolidated Report of Condi-
tion and Income filed under 12 U.S.C.
1817(a)(3).

consistent with safe and sound banking2020.1.1.1 Definition of an “Affiliate”

practices.

An “affiliate” with respect to a bank means—
Any transaction by a bank with any person is
deemed to be a transaction with an affiliate td. any company that contrélthe bank and any
the extent that the proceeds of the transaction

Z;r?“g?enSferred to, or used for the benefit of, the 1. Control is defined as the power to (1) vote 25 percent o

) o more of the voting shares of a company, excluding situation:
Transactions between a subsidiary bank and which the stock is controlled in a fiduciary capacity;

an affiliate are reviewed during the examination
of the bank for compliance with sections 23ABHC Supervision Manual
and 23B of the Federal Reserve Act and other

June 1999
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other company that is controlled by the com2020.1.1.2 Covered Transactions

pany that controls the bank;
. any bank subsidiary of the bank;

indirectly, by a trust or otherwise, by or for

the benefit of shareholders who beneficiallyl-
or otherwise control, directly or indirectly,
by trust or otherwise, the bank or any com-
pany that controls the bank; 3

. any company in which a majority of its direc-
tors or trustees constitute a majority of the4

persons holding any such office with the™
bank or any company that controls the bank;

. any company, including a real estate invesig
ment trust, that is sponsored and advised on‘a
contractual basis by the bank or any subsidi-
ary or affiliate of the bank;

. any investment company, with respect to
which a bank or any affiliate thereof is an

A covered transaction per section 23A of the
. any company that is controlled directly orFederal Reserve Act means—

a loan or extension of credit to the affiliate;

2. a purchase of or an investment in securities

issued by the affiliate;

. a purchase of assets, including assets sub-

ject to an agreement to repurchase, from the
affiliate;

the acceptance of securities issued by the
affiliate as collateral security for a loan or
extension of credit; or

the issuance of a guarantee, acceptance, or
letter of credit, including an endorsement
or standby letter of credit, on behalf of an
affiliate.

investment adviser as defined in sectior2020.1.1.3 Collateral for Certain
2(a)(20) of the Investment Company Act of Transactions with Affiliates

1940; and

. any company that the Board determines bfpection 23A also restricts a bank’s investments
regulation or order to have a relationshipin affiliates and the use of an affiliate’s securities
with the bank or any subsidiary or affiliate ofas collateral for transactions with affiliates.
the bank, such that covered transactions bWithin the described limitations, each loan or
the bank or its subsidiary with that companyextension of credit to, or guarantee, acceptance,
may be affected by the relationship to theor letter of credit issued on behalf of, an affiliate
detriment of the bank or its subsidiary. by a bank or its subsidiary must be secured at

the time of the transaction by collateral having a

The definition of affiliate does not include—

1. any company, other than a bank, that is &
subsidiary of a bank;

. any company engaged solely in holding the
premises of the bank;

. any company engaged solely in conducting a
safe deposit business;

. any company engaged solely in holding obli-
gations of the United States or its agencies or
obligations fully guaranteed by the United
States or its agencies as to principal and
interest; and

. any company where control results from the
exercise of rights arising out of a bona fide
debt previously contracted. )

Nonbank subsidiaries of banks are not affiliates

for purposes of section 23A.

(2) elect a majority of the directors of a company; or (3) exer—s'
cise a controlling influence over a company.

BHC Supervision Manual June 1999
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market value equal to—

100 percent of the amount of such loan or
extension of credit, guarantee, acceptance, or
letter of credit, if the collateral is composed
of—

a. obligations of the United States or its
agencies;

. obligations fully guaranteed by the United
States or its agencies as to principal and
interest;

c. notes, drafts, bills of exchange or banker’s
acceptances that are eligible for redis-
count or purchase by a Federal Reserve
Bank; or

d. a segregated, earmarked deposit account
with the bank;

110 percent of the amount of such loan or

extension of credit, guarantee, acceptance, or

letter of credit if the collateral is composed
of obligations of any state or political subdi-
vision of any state;

120 percent of the amount of such loan or

extension of credit, guarantee, acceptance, or

letter of credit if the collateral is composed
of other debt instruments, including receiv-
ables; or
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4.

130 percent of the amount of such loan or
extension of credit, guarantee, acceptance, or
letter of credit if the collateral is composed

of stock, leases, or other real or personal

property.

2020.1.1.4 Limitations with Respect to
Collateral

Banks may accept as collateral for covered

transactions receivables, leases, or other real or

personal property. The following are limita-
tions and collateral restrictions.

1.

Any collateral that is subsequently retired or

amortized shall be replaced by additional

eligible collateral where needed to keep the

percentage of the collateral value relative to

the amount of the outstanding loan or exten-

sion of credit, guarantee, acceptance, or letter
of credit equal to the minimum percentage

required at the inception of the transaction.

. A'low-quality asset shall not be acceptable as

collateral for a loan or extension of credit to,2.
or guarantee, acceptance, or letter of credit
issued on behalf of, an affiliate.

. The securities issued by the bank or an affili-

ate of the bank shall not be acceptable as
collateral for a loan or extension of credit to,3.
or guarantee, acceptance, or letter of credit
issued on behalf of, that affiliate or any other

affiliate of the bank. 4,

. These collateral requirements are not appli-

cable to an acceptance that is already fully
secured either by attached documents or by
other property having an ascertainable mar-
ket value that is involved in the transaction.

2020.1.1.5 Exceptions

Except for the requirement that all transactions
be on terms and conditions that are consisteit
with safe and sound banking practices, the pro-
visions of section 23A are not applicable to the

following:

2. Letters of credit and mortgage-servicing rights may noBHC Supervision Manual

c. in which 80 percent or more of the voting
shares are controlled by the company thg
controls 80 percent or more of the voting
shares of the bank (banks that are affili-
ated in this manner are referred to ac
“sister” banks).

Bank Insurance Fund (BIF)-insured credit

card banks and savings banks are “banks’

for purposes of section 23A. Foreign banks
are not banks for purposes of section 23A
and thus transactions between domesti
banks and foreign banks are not eligible for
this exemption. Savings associations also ar
not banks for purposes of section 23A anc
therefore are not eligible for the exemption.

FIRREA provides for a limited exemption

for transactions between banks and thrifts i

(1) the bank holding company owns 80 per-

cent of the voting stock of the thrift, and

(2) every thrift and bank controlled by the

bank holding company complies with all

applicable capital requirements on a fully
phased-in basis and without reliance or
goodwill.

Making deposits in an affiliated bank or

affiliated foreign bank in the ordinary course

of correspondent business, subject to an
restrictions that the Board may prescribe by
regulation or order.

Giving immediate credit to an affiliate for

uncollected items received in the ordinary

course of business.

Making a loan or extension of credit to, or

issuing a guarantee, acceptance, or letter ¢

credit on behalf of, an affiliate that is fully
secured by—

a. obligations of the United States or its
agencies,

b. obligations fully guaranteed by the United
States or its agencies as to principal an
interest, or

c. a segregated, earmarked deposit accou
with the bank.

Purchasing securities issued by any compar

of the kinds described in section 4(c)(1) of

the Bank Holding Company Act of 1956.

3. This refers to the purchase of shares of a compan
1. Any transaction, except for the purchase of that—

low-quality asset, with a bank—

« holds or operates properties used substantially or entirel

. by any banking subsidiary in its operations or property
a. which controls 80 percent or more of the acquired for such future use;

voting shares of the bank,

« conducts a safe deposit business;

b. in which the bank controls 80 percent or furnishes services to, or performs services for, the ban

more of the voting shares, or

holding company or its banking subsidiaries; or
« liquidates assets acquired from the bank holding compan

be accepted as collateral for purposes of section 23A.

June 1999
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6. Purchasing assets having a readily identifipersonnel, funds, or equipment without adequate
able and publicly available market quotationcompensation.
and purchased at that market quotation or,
subject to the prohibition contained in sub-
section (a)(3), purchasing loans on a nonre2020.1.1.8 Limitations of Amount—
course basis from affiliated banks. Valuations of Transactions
7. Purchasing from an affiliate a loan or exten-
sion of credit that was originated by the bankSection 23A(b)(7)(D) of the Federal Reserve
and sold to the affiliate subject to a repur-Act defines as a covered transaction a bank’s
chase agreement or with recourse. acceptance of securities issued by an affiliate as
A sale of federal funds by a subsidiarycollateral security for a loan or extension of
bank to an affiliate of the bank is subject tocredit to any person or company. In a 1984
the limitations of section 23A. A transaction opinion, the staff said that, for purposes of the
in federal funds involves a loan on the part ofquantitative limit in section 23A, the value of an
the “selling” bank and a borrowing on the extension of credit that is secured in any part by
part of the “purchasing” bank. A sale of securities of an affiliate is the amount of the
federal funds by a bank to an affiliate bankentire loan rather than the value of securities
unless it is a sister bank, is subject to thepledged as collateral.
quantitative and collateral limitations of The staff has revised the 1984 opinion and
section 23A. believes that in situations in which a loan is
8. A transaction between affiliated insuredsecured by affiliate shares and other collateral, it
depository institutions if the transaction hass reasonable to reflect the fair market value of
been approved by the appropriate federaghe nonaffiliate collateral in determining the
bank agency pursuant to the Bank Mergeapplicability of the quantitative limits in section
Act (effective September 11, 1992). See 123A to loans by a bank to an unaffiliated third
C.F.R. 250.241Kederal Reserve Regulatory party. For purposes of applying these quantita-
Service3-1128, 1992 FRB 867). tive limits, such mixed-collateral loans should
be valued at the lesser of (1) the total value of
the loan less the amount of nonaffiliate collat-
eral (if any) marked to fair market value, or
(2) the fair market value of the affiliate’s shares
X ] . that are used as collateral. Under this calculation
“0”"’!' equivalent .Of a loan or an extension 0method, if the loan is fully secured by collateral
credit may be SbeeCt to section .23A' Such Ieas\5?/ith a fair market value that equals or exceeds
arrangements, in effect, are equivalent to a lo

by the bank and are essentially financin%{;e loan amount (excluding the affiliate’s

ts. S fthe ch terist hi ares), the loan would not be included in the
arralndgemen ﬁ ome o | ec ?ric ers 'Cis Wdl nk’s quantitative limits. If the loan is not fully
would normally cause a lease to eco?s FU€d &3 cured by collateral excluding the affiliate’s
a loan equivalent include the lessee’s havmg‘;’h

o L . ares, the amount that the bank must count
_respon5|blllt_y for_ the servicing, malntenanceagainst its quantitative limits is the difference
Insurance, Ilcer]smg, or risk of lo.ss or dam"J‘ge‘tr)etween the full amount of the loan and the fair
and the_ lessee’s having the option to purCha%%arket value of the nonaffiliate collateral, up to
the equipment. a maximum of the value of the affiliate’s shares.
This methodology takes account of the bank’s
2020.1.1.7 De Facto Extensions of Crediteliance on the fair market value of nonaffiliate

collateral in a loan transaction, while also recog-
Other transactions may constitute de fact@izing that a portion of the loan may be sup-
extensions of credit by a subsidiary bank tg*orted by shares issued by an affiliate. If a
other members of the holding company familyPortion of a loan is secured with nonaffiliate
for example, rent subsidies or use of a bank'§0llateral that was marked to its fair market

value, that part of the loan should not be subject

to the quantitative limits of section 23A.
or its banking subsidiaries or those that were acquired from Under section 23A(c)(4), the securities issued
any other source before May 9, 1956, or the date upoy, 4 affiliate are not acceptable collateral for a
which the company became a bank holding company, . . -
whichever is later. loan or extension of credit to any affiliate. More-
over, if the proceeds of the loan that are secured
BHC Supervision Manual June 1999 by the affiliate’s shares are transferred to an
Page 4 affiliate by the third-party borrower to purchase

2020.1.1.6 Leases

Lease transactions which constitute the fun
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assets or securities from the affiliate, the loan i8. The sale of securities or other assets to a

treated as a loan to the affiliate. The loan must affiliate including assets subject to an agree

then be secured with collateral in an amount and ment to repurchase.

of a type that meets the requirements of sectioB. The payment of money or the furnishing of

23A for loans by a bank to an affiliate (see services to an affiliate under contract, lease

Federal Reserve Regulatory Servigel167.3). or otherwise.

Moreover, a loan that is secured with any4. Any transaction in which an affiliate acts as

amount of an affiliate’s shares must be consis- an agent or broker or receives a fee for its

tent with safe and sound banking practiées. services to the bank or to any other person.
5. Any transaction or series of transactions witt

a third party if—
2020.1.1.9 Contributing Shares or Assets a. an affiliate has a financial interest in the

of a BHC Affiliate to a Bank third party, or
b. an affiliate is a participant in such transac:
The holding company’s contribution to a bank tion or series of transactions.

of the shares or assets of an affiliate may result

in a “purchase of assets” under section 23A toA bank and its subsidiaries may engage in thi

the extent that consideration is given by thdransactions covered by section 23B of the Fec

bank for the shares or assets it receives. Theral Reserve Act, but only on terms and unde

consideration may be given in the form of cashg¢ircumstances, including credit standards, the

a note booked by the bank as a receivable, or trere substantially the same, or at least as favo

assumption by the bank of the nonbank’s liabili-able to the bank or its subsidiary, as its transac

ties owed to another affiliate. In addition, ations with or involving nonaffiliates.

bank’s assumption of a liability to an unaffili- Section 23B restricts transactions with

ated party may also raise supervisory concernaffiliates in the following situations:

These transactions warrant particular scrutiny to

ensure compliance with section 23A and tdl. A bank or its subsidiary cannot purchase a

ensure that the transfer is not indicative of a fiduciary any securities or other assets fron

broader liquidity problem with the holding any affiliate unless the purchase is permitte

company. (1) under the instrument creating the fidu-
ciary relationship, (2) by court order, or
(3) by law of the jurisdiction.

2020.1.2 SECTION 23B OF THE 2. A bank or its subsidiary cannot knowingly

FEDERAL RESERVE ACT purchase or acquire any security during the
existence of an underwriting or selling syndi-

Section 23B of the Federal Reserve Act became cate, if an affiliate of the bank is a principal

law on August 10, 1987, as part of the Competi- underwriter, unless the purchase has bee

tive Equality Banking Act of 1987. This section  approved before the sale to the public by e

also regulates transactions with affiliates. Sec- majority of the bank’s outside directors.

tion 23B applies to any covered transaction with

an affiliate, as that term is defined in sectiorA bank or any subsidiary or affiliate of a mem-

23A, but excludes banks from the term “affili- ber bank cannot publish any advertisement o

ate.” Section 301 of the Financial Institutionsenter into any agreement stating or suggestin

Reform, Recovery, and Enforcement Act madehat it shall in any way be responsible for the

section 23B of the Federal Reserve Act, as webbligations of its affiliates.

as section 23A, applicable to savings

associations. The transactions covered by sec-

tion 23B consist of the following: 2020.1.3 INSPECTION OBJECTIVES

1. Any covered transaction with an affiliate.1. T analyze and assess the financial impact
Any transaction by a bank or its subsidiary  transactions (including loans and purchase
with any person is deemed to be a transaction of assets) between the subsidiary banks ar
with an affiliate of the bank if any of the  thejr subsidiaries and all affiliates.
proceeds of the transaction are used for thg Tq determine whether transactions between
benefit of, or transferred to, the affiliate. subsidiary bank (and its subsidiaries) and it:

4. Staff opinion of January 21, 199Fdderal Reserve BHC Supervision Manual June 1999
Regulatory Service8—1199). Page 5
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affiliates in the holding company are

18(j) of the Federal Deposit Insurance (FDI)

restricted to the range of covered and permis- Act).

sible transactions cited within sections 23A
and 23B of the Federal Reserve Act.

. To determine if transactions between a sui2020.1.4 INSPECTION PROCEDURES

sidiary bank and its affiliates in the holding
company are on terms and conditions and-
under circumstances, including credit stan-
dards, that are consistent with safe and sound
banking practices and whether the terms and
conditions of the transactions are the same as
those that would be offered or applied to
nonaffiliated companies.

. To determine whether a subsidiary bank or

its subsidiary has purchased low-quality

assets or has purchased, as fiduciary, any
securities or other assets from an affiliate in

the holding company.

. To determine whether a subsidiary bank, or
any subsidiary or affiliate of the bank, has
published any advertisement or has entere%‘
into any agreement that states or suggests
that it will, in any way, be responsible for the
obligations of affiliates.

. To determine if securities were purchased or
acquired by the subsidiary bank or its subsid-
iaries from an underwriting or selling syndi-
cate affiliated with the bank and, if so, if the
majority of outside directors of the bank
approved the purchase or acquisition of secu-
rities before they are offered for sale to the
public.

. To confirm that the subsidiary bank or its
subsidiary has not purchased as fiduciary any
securities or other assets from a nonbank
affiliate in the holding company unless the
purchase was permitted in accordance with
the instrument creating the fiduciary relation-
ship, by court order, or by the law governing
the fiduciary relationship.

. To ascertain if any subsidiary bank (or its
subsidiary) had knowingly purchased or
acquired any security from an affiliate where
the principal underwriter of that security was
a nonbank affiliate within the holding com-
pany organization.

. To determine if the subsidiary bank and its
subsidiaries have conducted transactions
with their parent holding company or any
other company affiliated in the holding com-
pany organization that are not in compliance
with the restrictions found in sections 23A
and 23B of the Federal Reserve Act (for
FDIC-insured nonmember banks, section

BHC Supervision Manual
Page 6

June 1999 3.

During the preinspection, perform the fol-

lowing activities:

a. Review examination reports of subsidiary
banks for comments on loans to affiliates,
intercompany transactions, other transac-
tions with affiliates, and violations of the
restrictions of sections 23A or 23B of the
Federal Reserve Act or, for FDIC-insured
nonmember banks, section 18(j) of the
FDI Act.

b. Review the most current FR Y-8 and FR
Y-8f (Report of Intercompany Transac-
tions) and interim reports for information
on transactions with affiliates.

In the officer’'s questionnaire, request a list of

subsidiary bank (and the subsidiaries of the

bank) transactions with affiliates since the
previous inspection, including the terms and
any collateral, consisting of—

a. a loan or extension of credit to the
affiliate;

b. a purchase or sale of an investment in
securities issued by or sold to the affiliate,
or a purchase or sale of other assets,
including assets subject to an agreement
to repurchase;

c. the acceptance of securities issued by the
affiliate as collateral security for a loan or
extension of credit;

d. the issuance of a guarantee, acceptance, or
letter of credit, including an endorsement
or standby letter of credit on behalf of an
affiliate;

e. the payment of money or the furnishing
of services to an affiliate under contract,
lease, or otherwise;

f. transactions in which an affiliate acts as

agent or broker or receives a fee for its
services to the bank or to any other
person;
g. any transaction or series of transactions
with a third party if—
» the affiliate has a financial interest in
the third party, or
» the affiliate is a participant in such
transactions; and
h. any transaction by a subsidiary bank or its
subsidiary with any person, if the pro-
ceeds of that transaction are used for the
benefit of, or transferred to, the affiliate.
During the inspection, perform the following
activities:

2020.1
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a.

Review the listed transactions with affili-
ates provided in response to the officer’s
guestionnaire.

. Review and determine that all transac-

tions within the holding company orga-
nization comply with the restrictions on
transactions with affiliates found in sec-
tions 23A and 23B of the Federal
Reserve Act (section 18(j) of the FDI
Act for FDIC-insured nonmember
banks).

. Review all related documentation, terms,

and conditions, and circumstances for
each transaction, including any resolu-
tions for securities purchased (or estab-
lished standards for securities purchased
from affiliates).

. Determine the purpose and use of the

proceeds.

. Review all outstanding guarantees,

endorsements, or pledge agreements by
the bank to support the affiliates’
borrowings.

Review, on a test-sample basis, adver-
tisements and written agreements to as-
certain whether the bank or any subsidi-
ary or affiliate of the bank has stated or
suggested that it shall be responsible for
the obligations of any affiliates in the
holding company organization.

. Review the holding company’s policies 5.

and procedures regarding intercompany
transactions of subsidiary banks.

4. Give additional attention to the following

problems involving the BHC and its g,
subsidiaries:
a. The subsidiary bank would not have

. Purchases of low-quality assets by a sub-

made the loan or made the loan with
such favorable terms and conditions, or
engaged in any other covered transac-
tion, except for the parent holding com-
pany’s insistence due to the affiliate
relationship.

. The bank’s condition is weakened due to

the extension of credit or the nature of
the transaction with the affiliate.

. The affiliate has not provided adequate 7.

qualifying collateral to support the loan
or extension of credit provided by the
subsidiary bank.

. The loan, extension of credit, or transac-

tion with an affiliate is not in compliance
with the limits and restrictions found in
sections 23A or 23B of the Federal
Reserve Act.

Board regulation or order, or unless the
bank subsidiary or subsidiary affiliate,
pursuant to an independent credit evalu
ation, had not committed itself to pur-
chase the low-quality assets prior to the
time such asset was acquired by the
affiliate.

f. During the existence of any underwriting
or selling syndicate, a subsidiary bank or
its subsidiary has purchased or acquire
a security from a bank affiliate or bank
holding company affiliate, including a
section 20 company, when the principal
underwriter of that security is an affiliate
of the bank.

g. The purchase or acquisition of securities
was not approved by the majority of the
outside board of directors before the
securities were offered for sale to the
public and were not, in the absence of
comparable transactions, on terms an
under circumstances, including credit
standards, that in good faith would have
been offered to, or would have applied
to, nonaffiliated companies.

h. The existence of advertisements ol
agreements that state or suggest that tf
bank, its subsidiaries, or affiliate will be
responsible for the obligations of its
affiliates.

Review any checking accounts and ban!
statements for overdrafts the parent com
pany or any of its nonbank subsidiaries may
have with a subsidiary bank.
Review the accounts payable to the subsid
ary bank(s) and other accounts payabl
accounts for servicers, contractors, lessor:
and other affiliates to determine if they
arose as the equivalent of an extension ¢
credit, purchase of securities or other asset:
or as a liability to third parties. Ascertain
whether those transactions were listed ir
response to the officer's questionnaire, an
whether the transactions were in accor
dance with the restrictions found in sections
23A and 23B of the Federal Reserve Act.

Review the accounts receivable from the

subsidiary bank(s) and other account:

receivable of other affiliates for sales of
securities or other assets, and the paymel
of money or the furnishing of services.

Ascertain whether those transactions wer

reported in response to the officer's ques

tionnaire and whether they are in accor-
dance with the section 23A and 23B restric-

sidiary bank or its subsidiaries from anBHC Supervision Manual June 1999

affiliate, unless previously exempted by

Page 7



Intercompany Transactions (Transactions Between Affiliates—Sections 23A and 23B)

2020.1

9.

tions placed on transactions with affiliates.

. Review all other transactions that the hold-

ing company organization has engaged in
with its affiliated bank(s) and their subsidi-

aries, including lease arrangements, to
determine whether they are subject to the
restrictions found in sections 23A and 23B,
and, if so, whether they are in compliance
therewith.

Discuss the findings with appropriate man-
agement personnel.

10. a. Determine management’s actions regard-

ing any comments raised by the bank’s
primary regulator in an examination
report. If violations are disclosed in a
subsidiary bank’s examination report or
during an inspection of the holding com-

pany, the examiner may criticize man-
agement on the Examiner's Comments
and Matters Requiring Special Board
Attention page of the inspection report
for causing the bank to be in violation or
for engaging in unsafe and unsound
practices.

. If loans to or transactions with affiliates

within the holding company organiza-
tion appear to adversely affect a subsidi-
ary bank, request management’s assess-
ment of such effects and its rationale
for the transactions. Use of the Examin-
er's Comments and Matters Requiring
Special Board Attention report page may
be appropriate.

2020.1.5 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Laws Regulation3  FRRS Orders
Definition of affiliate, 371c, FRA 3-1111
subsidiary, bank, section 23A(b)
company, and “covered
transaction”

Limitations and collateral 371c, FRA 3-1112
requirements section 23A(c) 3-1199
Applicability to FDIC- 1828()), 1-398
insured banks FDI Act

section 18(j)
Restrictions on transactions 371c-1, FRA 3-1116
with affiliates section 23B
Undivided profits as part 250.162 3-1505.1

of “capital and surplus”

1. 12 U.S.C., unless specifically stated otherwise.

2. 12 C.F.R., unless specifically stated otherwise.

BHC Supervision Manual

June 1999
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Intercompany Transactions

(Loan Patrticipations) Section 2020.;

It is common practice for a bank to sell to ortion from a bank holding company or its subsid-
place with other banks loans that the bank itseffary may not be a covered transaction unde
has made to its customers. A loan participatiosection 23A if (1) the bank makes an indepen
is a share or part of a loan which entitles thelent credit evaluation on each loan prior to the
holder to a pro rata share of the income deteaffiliate making the loan, (2) the bank agrees tc
mined by the extent of the holder’s contributionpurchase the loan prior to the affiliate making
to the original loan and a preference orderinghe loan, and (3) the bank’s purchase of the
for repayment. Such loans may be sold outrighaffiliate’s loans is not the primary source of
without liability to the selling bank in case of funding for the affiliate.

default by the borrower, or they may be sold In some cases, a bank may renew a loan or
with terms granting the purchasing bankparticipation that it purchased from another
recourse to the selling bank should the loanaffiliated bank even when the original participa-
become uncollectible. Sales to or placement dfon has become a low-quality asset. In som:
loans with other banks are for the accommodanstances, a bank's renewal of a low-quality
tion of either the selling or purchasing bank andsset, such as a troubled agricultural loan, or &
are arranged for purposes of increasing the ragxtension of limited amounts of additional credit
of return when loan rates differ between bankso such a borrower may enable both the originat
achieving diversification of loans by type, anding and participating banks to avoid or mini-
altering liquidity positions. It is also common mize potential losses. It would be inconsisten
practice for banks to sell or place with otherwith the purposes of section 23A to bar a partici-
banks those portions of individual loans thapating bank from using sound banking judg-
would be in excess of the bank’s legal lendingnent to take the steps that it may deem nece
limit (overlines) if the total loan were retained.sary to protect itself from harm in such a
Participations of this type should be placedsituation, so long as the loan was not a low:
without recourse as a matter of prudent bankinguality asset at the time of the original participa-
practice; otherwise, the purpose of compliancéon and the participating bank does not assum
with the legal lending limitations would be more than its original proportionate share of the
defeated in the event of default. credit.

Banks also sell or place loans or participa- The following factors thus characterize the
tions with their parent holding companies orsituation where it would be reasonable to inter:
nonbank affiliates. A BHC's purchase of loanpret section 23A as not applying to the renewa
participations from its subsidiary bank(s) genereof an otherwise low-quality asset:
ally constitutes the making of a loan or exten-
sion of credit within the meaning of sectionl. the original extension of credit was not a

225.28(b)(1) of Regulation Y, and as such, a
bank holding company needs prior approval to
purchase loan participations from its subsidiar?.
bank(s).

A bank may participate in or purchase a loan
originated by its parent holding company or one
of its nonbank subsidiaries. A subsidiary bank’s
purchase, or participation of a loan, note, or
other asset from an affiliate is considered 3.
purchase of an asset from an affiliate within the
meaning of section 23A of the Federal Reserve
Act and thus is a “covered transaction” that is
subject to the quantitative limitations and the
prohibition against purchasing of low-quality

assets. Subsidiary banks must make indepen-

dent judgments as to the quality of such partici-
pations before their purchase to avoid compro-
mising the asset quality of such banks for the

low-quality asset at the time the affiliated
bank purchased its participation,

the renewal and/or the extension of addi
tional credit has been approved by the boar
of directors of the participating bank as nec-
essary to protect the bank’s investment by
enhancing the ultimate collection of the
original indebtedness, and

the participating bank’s share of the renewa
and/or additional loan will not exceed its
proportionate share of the original invest-
ment. In addition, it is expected that, consis-
tent with safe and sound banking practices
the originating bank would make its best
efforts to obtain adequate collateral for the
loan(s) to further protect the banks from loss

Loans and loan participations by the various

benefit of other holding company entities. Allmembers of the holding company family to indi-

loans and participations must be purchased an

market terms.
A bank’s purchase of a loan or loan participa-

BHC Supervision Manual

December 1997
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Intercompany Transactions (Loan Participations) 2020.2

During the inspection, review the policy
statements and each participation the holding
company or the nonbank subsidiaries have
with the subsidiary bank(s). The following
characteristics should be analyzed:

any repetitive transaction patterns which

may indicate policy;

b. the adequacy of credit information on file;

c. the extent to which the terms of the par-

ticipation including interest rates are

handled in an arm’s-length manner;

the degree that the bank is accommodat-

ing the funding needs of the nonbank sub-

sidiaries or its parent;

the impact of these transactions on the

subsidiary bank;

eligibility for exclusion from section 23A

restrictions and, if applicable, compliance

with such restrictions.

Review participations among the bank hold-

ing company, nonbank subsidiaries, and

the subsidiary banks to determine potentially
adverse concentrations of credit.

5. Discuss with management—

a. written and verbal policies regarding par-
ticipations both within the holding com-
pany and with nonaffiliated third parties
and

b. any adverse findings on intercompany
participations.

Comment on policy on the appropriate page

vidual borrowers or to the same or related inter3.
ests may represent concentrations of credit
which are large in relation to the holding compa-

ny’'s consolidated capital position. These con-

centrations of credit should be assessed for
potentially harmful exposure to the holding a.
company’s financial condition.

2020.2.1 INSPECTION OBJECTIVES

1. To determine the bank holding company’s d.
loan participation policy.

2. To assess the impact of a subsidiary bank’s
participation in loans with affiliates and to e.
ensure that the bank’s financial condition is
not compromised and that the bank is not f.
providing the funding needs of the affiliates,
except within the parameters of sections 23A
and 23B of the Federal Reserve Act. 4.

3. To assess the impact of any concentrations of
credit on the holding company’s overall
financial position.

2020.2.2 INSPECTION PROCEDURES

1. During the preinspection process, review
each subsidiary bank’s examination report
for comments on participations with affili-
ates. 6.

2. In the officer's questionnaire to the holding
company, request the BHC's policy on loan
participation. Request a list of any loan par-
ticipations the holding company or the non-

of the inspection report (see section 5010.6).
If any adverse comments on participations
with affiliates are contained in a bank subsid-
iary’s examination report, comment on their

current status and the bank holding com-
pany’s efforts to remedy the problem.

bank subsidiaries have with the subsidiary
bank(s).

2020.2.3 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Lawd Regulationg Interpretations®  Orders

Limitations and restrictions Section 23A(c),

FRA 371c
250.250

Purchase of loans from mortgage 3-1133

banking affiliates

1. 12 U.S.C., unless specifically stated otherwise.
2. 12 C.F.R., unless specifically stated otherwise.

3. Federal Reserve Regulatory Service reference.

BHC Supervision Manual December 1997
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Intercompany Transactions
(Sale and Transfer of Assets) Section 202C

Sales and transfers of assets between subsididhe Act, a BHC may transfer from a subsidiary
banks and other entities in a bank holding combank an asset to be disposed of pursuant to tt
pany organization pose the potential of risk taequest of the bank’s primary regulator. For
the subsidiary banks. Asset purchases are comore information on the transfer of such asset
ered by Section 23A and Section 23B of theand the time parameters involved, refer to Man
Federal Reserve Act. The limitations state thatal section 3030.0.
all covered transactions, including asset pur- The purchase of low-quality assets is prohib.
chases, by a bank with a single affiliate, may noted by Section 23A of the Federal Reserve Act
exceed 10 percent of a bank’s capital and suRefer to section 2020.1.1.5 for a listing of trans-
plus, and transactions with all affiliates may notctions that are exempt from the limitations of
exceed 20 percent of the bank’s capital an&ection 23A of the Federal Reserve Act.
surplus. In addition, all transactions must be
conducted on market terms.

A bank’s purchase of a loan or loan participa2020.3.1 INSPECTION OBJECTIVES
tion from a bank holding company or its subsid-
iary may not be a covered transaction under 1. To review intercompany sale and transfe
Section 23A if: of assets to assess the impact on the subsidia

1. the bank makes an independent crediank.
evaluation on each loan prior to the affiliate 2. To initiate corrective action to reverse the
making the loan; transaction, if necessary.

2. the bank agrees to purchase the loan prior
to the affiliate making the loan; and

3. the bank’s purchase of the affiliate’s loan2020.3.2 INSPECTION PROCEDURES
is not the primary source of funding for the
affiliate. 1. During the preinspection process, review

Sale and transfer of assets can also occail notes to financial statements, the FR Y-€
through swaps and spinoffs. Examples of sucheport, and the examination reports of subsidi
transactions which may have an adverse effeetry banks to ascertain whether any purchase
on a bank include the transfer of a profitabldransfer of assets has occurred between the su
activity or subsidiary from the bank to the hold-sidiary banks and the parent holding compan
ing company, or the transfer of an unprofitableor nonbank subsidiaries.
activity or subsidiary from the holding company 2. In the officer’'s questionnaire, request in-
to the bank. In addition, the transfer of a banKormation on any transfer or sale of assets be
holding company subsidiary to a bank, wherebyween the subsidiary bank and the parent holc
the bank assumes the liabilities of the affiliaténg company or the nonbank subsidiaries.
raises supervisory concerns and may violate 3. During the inspection, review all facts re-
Sections 23A and 23B of the Federal Reservgarding any sale or transfer of assets transa
Act. tions and assess their impact on the subsidial

Another example is the transfer of a subsidibank. Examiners should determine:
ary bank’'s deferred taxes, together with an  a. Whether the transaction required anc
equivalent amount of cash or earning assets, teceived the approval of the bank’s primary
the parent. In such a transaction, a subsidiamegulator; and
bank’s liquidity position is weakened. All such b. The quality of the assets transferred o
transfers of deferred taxes must be reversed aisdld, and whether the sale of the assets was a
the bank’s asset and liability accounts restoregrice significantly higher than would have beer
to their level prior to the transfer. For a detailedrealized in an arm’s-length transaction.
discussion on transfers of a bank’s deferred tax 4. Discuss findings with management
liability, see Manual section 2070.0. including:

A bank holding company may transfer a liqui- a. Apparent prejudicial transactions and
dating asset from a subsidiary bank to a sectioviolations of regulations; and
4(c)(1)(D) liquidating subsidiary of the holding b. Any unsound practices.
company. Also, pursuant to section 4(c)(3) of

BHC Supervision Manual December 1992
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Intercompany Transactions
(Compensating Balances) Section 2020

A compensating balance is a deposit maintainesimount of a number of deposits of various sub
by a firm at a bank to compensate the bank fosidiary banks.
loans and lines of credit granted to the firm. The interest rate on the loan to the holding
Often, a commercial bank, when extendingcompany organization may also be helpful in
credit, requires an average deposit balance equégtermining the existence of compensating bal
to a fixed percentage of the outstanding loaances. Loans below the lending bank’s norma
balance. Compensating balance requirementate may indicate that the lending bank is receiv
vary from informal understandings to formaling compensation in another form.
contracts. Deposits maintained as compensating At times, excess correspondent balances al
balances may be demand or time, active omaintained to encourage participation relation
dormant. Frequently, a lending bank will allowships and for other goodwill reasons. Therefore
compensating balances to be supplied by a d#ie existence of excess balances may not alwa;
positor other than the borrower itself. If com-indicate that there is a compensating balanc
pensating balances are maintained by a BHC'agreement.
subsidiary bank on behalf of its parent, the Although a bank holding company may com-
practice is considered a diversion of bank inpensate its subsidiary banks for the use of th
come (i.e., the bank loses the opportunity tdunds, the compensation may not equal the of
earn income on the balances that could be irportunity cost associated with providing the
vested elsewhere). In general, this practice isompensating balance. As a result, subsidiar
inappropriate unless the bank is being comperanks which maintain compensating balance
sated at an appropriate rate of interest. If théor holding company members may forego
bank is not being appropriately reimbursed, th@rofit opportunities, and this practice may have
practice should be criticized and action taken t@a negative impact on the bank’s earnings an
insure that the bank is compensated for the useapital adequacy. The amount of such comper
of its funds. sation should be equal to a fair market rate.
BHCs borrow directly from nonaffiliated If the lending bank has the right of offset to
banks, using the proceeds for both bank andompensating balances maintained by the sul
nonbank operations and investments. Also, bardidiary bank in case of default by parent or
holding companies seek credit lines from banksonbank subsidiaries, the subsidiary bank’:
to back their borrowings in commercial paperfunds are jeopardized. Such potential loss ©
markets and for other liquidity purposes. Nonfunds should be commented on by the examine
bank subsidiaries of bank holding companies
borrow from banks to fund activities such as
mortgage banking, leasing and sales finance. 20
some cases, when a bank holding company 20.4.1 INSPECTION OBJECTIVES
its nonbank subsidiaries borrow, the subsidiary

bank’s deposit at the lending institution may bei il' To identify compensating balances main

accepted as a compensating balance for the bof: ned by a subsidiary bank for t_he parent hold
jng company or any nonbank affiliate.

rowings of other members of the bank holding . .
company organization. Such transactions raise 2. To determine whether the subsidiary banl

guestions under Section 23B of the Federal R&> adequately rglmbburlsed for the maintenance ¢
serve Act regarding the bank’s compensatioﬁmy compensating balances.
for such services.

Often the distinction between correspondent
balances and compensating balances is not cle2020.4.2 INSPECTION PROCEDURES
Occasionally, the rate of the required compen-
sating balance is written into the loan agree- 1. During the preinspection process:
ment; however, informal understandings usually  a. Review the subsidiary bank examina-:
appear to determine the amount of compensation reports or contact management to determin
ing balance maintained. At times, a balance mawhether the non-affiliated banks, lending to the
be identified in the bank’s books as a compenrholding company organization, are correspon
sating balance. A compensating balance magents of the subsidiary banks. Where applicable
also be identified as an amount above a corr@equest detailed loan information which could
spondent balance historically maintained by the
bank. Compensating balances may also appeBHC Supervision Manual December 1992
as a dormant account or may be the aggregate Page 1




Intercompany Transactions (Compensating Balances) 2020.4

provide information on the compensating bal- 4. Request from management information re-
ances’ terms required by the lending bank. garding compensating balances maintained by
b. Review the notes to the financial statesubsidiary banks for the benefit of other affili-
ments and other available material, such aates.
10-K reports filed with the SEC, which may 5. Review the subsidiary bank’s historical
describe compensating balance agreementsyvel of correspondent balances to assess trends.
FR Y-8 reports should be reviewed for quesCompare levels of balances prior to any loan
tions applicable to compensating balances.  origination or interest rate changes.

2. Review interbank loan agreements to de- 6. Review intercompany accounts to deter-
termine whether compensating balances are formine the amount of compensation paid to the
mally required. Assess the terms of the loan tgubsidiary bank for maintaining compensating
determine whether the loan appears to be at faralances. Assess adequacy of compensation. As-
market rates for this type of credit request. sess impact of practice on the bank’s financial

3. Request and review the account balanceondition.
and monthly account statement provided by the 7. Discuss with management the reasons for
lending bank to identify the amount of compen-any apparent excess balances, and whether com-
sating balances. The statement should be avapensating balances are formally or informally
able within the holding company or bank. required.

BHC Supervision Manual December 1992
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Intercompany Transactions
(Dividends) Section 2020.5

Dividends are a means by which a corporatiowicing holding company debt should, as a
distributes earnings or assets to its shareholdeigeneral rule, be upstreamed in the form o
Although the word “dividends” usually applies dividends.
to funds paid out of net profits or surplus and is
usually thought of in such a context, dividends
can also be made “in kind,” which means in2020.5.1 POLICY STATEMENT ON
property or commodities. This section does noCASH DIVIDEND PAYMENTS
discuss “stock dividends” which represent
transfers from retained earnings to paid-in capiOn November 14, 1985 the Board approved
tal rather than distributions of earnings. Divi-policy statement on the payment of cash divi:
dends from the subsidiaries, both bank and nordends by state member banks dahk holding
bank, to the parent company are the means lompanies that are experiencing financial diffi-
which a cash return is realized on the investeulties. The policy statement addresses the fol
ment in subsidiaries, thus enabling the parent tlowing practices of supervisory concern by in-
pay dividends to its shareholders and to meet istitutions that are experiencing earnings
debt service requirements and other obligationsveaknesses, other serious problems, or that ha
Dividends paid by any corporation are generinadequate capital:
ally limited by certain State laws. Banks, how-
ever, are subject to further legal restrictions om The payment of dividends not covered by
dividends by their chartering authority and other earnings,
regulators. Aside from the statutory limitations,» The payment of dividends from borrowed
the primary consideration in this area is the funds,
subsidiary’s level of capital and its ability to s The payment of dividends from unusual or
meet future capital needs through earnings re- nonrecurring gains, such as the sale of prog
tention. erty or other assets.
Although there are no specific regulations
restricting dividend payments by bank holding It is the Federal Reserve’s view that an orga
companies other than State corporate laws, snization experiencing earnings weaknesses ¢
pervisory concern focuses on the holding comether financial pressures should not maintain
pany’s capital position, its ability to meet itslevel of cash dividends that exceeds its ne
financial obligations as they come due, and itthcome, that is inconsistent with the organiza:
capacity to act as a source of financial strengttion’s capital position, or that can only be
to its subsidiaries. Some one-bank holding comfunded in ways that may weaken the organiza
panies may be restricted in the amount of divition’s financial health. In some instances, it may
dends they may pay as a result of certain limitabe appropriate to eliminate cash dividends alto
tions placed on future dividend distributions atgether. The policy statement is as follows:
the time of the holding company’s formation.
(see Manual section 2090.2)
When analyzing the dividend practices of the2020.5.1.1 Policy Statement on the
subsidiaries and the parent company the followPayment of Cash Dividends by State
ing must be considered: the present level oMember Banks and Bank Holding
capital in relation to total assets, risk assets, angompanies
classified assets; growth rates and additional
plans for expansion; past earnings performancehe Board of Governors of the Federal Reserv
and projections; and the ability to service debt. System considers adequate capital to be critic:
Aside from reasonable and timely fees forto the health of individual banking organiza-
services rendered, the most appropriate way faions and to the safety and stability of the bank
funds to be paid by the bank to the parent isng system. A major determinant of a bank’s or
through dividends. This principle applies, inbank holding company’s capital adequacy is the
general, to bank payments of funds to servicstrength of its earnings and the extent to whicl
holding company debt, even when the debt waits earnings are retained and added to capital
initially incurred to raise equity capital for the paid out to shareholders in the form of cask
subsidiary bank. It is not considered an approdividends.
priate banking practice for the subsidiary bank
to pay management fees for the purpose @HC Supervision Manual December 1992
servicing holding company debt. Funds for ser- Page 1




Intercompany Transactions (Dividends) 2020.5

Normally, during profitable periods, divi- places undue pressure on the capital of bank
dends represent an appropriate return of a posubsidiaries, or that can be funded only through
tion of a banking organization’s net earnings tadditional borrowings or other arrangements
its shareholders. However, the payment of castiiat may undermine the bank holding compa-
dividends that are not fully covered by earningsny’s ability to serve as a source of strength.
in effect, represents the return of a portion of aiThus, for example, if a major subsidiary bank
organization’s capital at a time when circum-is unable to pay dividends to its parent
stances may indicate instead the need tocompany—as a consequence of statutory limi-
strengthen capital and concentrate financightions, intervention by the primary supervisor,
resources on resolving the organization’®r noncompliance with regulatory capital
problems. requirements—the bank holding company

As a matter of prudent banking, therefore, theshould give serious consideration to reducing or
Board believes that a bank or bank holdingeliminating its dividends in order to conserve its
company generally should not maintain its existeapital base and provide capital assistance to the
ing rate of cash dividends on common stoclsubsidiary bank. . .
unless 1) the organization’s net income avail- This statement of principles is not meant to
able to common shareholders over the past yeastablish new or rigid regulatory standards;
has been sufficient to fully fund the dividendsrather, it reiterates what for most banks, and
and2) the prospective rate of earnings retentiomusinesses in general, constitutes prudent finan-
appears consistent with the organization’s capgial practice. Boards of directors should contin-
tal needs, asset quality, and overall financialally review dividend policies in light of their
condition. Any banking organization whoseorganizations’ financial condition and compli-
cash dividends are inconsistent with either ofince with regulatory capital requirements, and
these criteria should give serious consideratioshould ensure that such policies are consistent
to cutting or eliminating its dividends. Such anwith the principles outlined above. Federal
action will help to conserve the organization’sReserve examiners will be guided by these prin-
capital base and assist it in weathering a periodiples in evaluating dividend policies and in
of adversity. Once earnings have begun to imformulating corrective action programs for
prove, capital can be strengthened by keepiniganking organizations that are experiencing
dividends at a level that allows for an increasesarnings weaknesses, asset quality problems, or
in the rate of earnings retention until an adethat are otherwise subject to unusual financial
quate capital position has been restored. pressures.

The Board also believes it is inappropriate for
a banking organization that is experiencing seri-
ous financial problems or that has inadequate
capital to borrow in order to pay dividends since2020.5.2 INSPECTION OBJECTIVES
this can result in increased leverage at the very
time the organization needs to reduce its debt or 1. To assure compliance with statutes and the
increase its capital. Similarly, the payment ofBoard’s November 1985, Policy Statement.
dividends based solely or largely upon gains 2. To determine reasonableness of dividend
resulting from unusual or nonrecurring eventspayout at both the subsidiary and holding com-
such as the sale of the organization’s building opany levels.
the disposition of other assets, may not be pru- Depending on the type of charter and mem-
dent or warranted, especially if the funds debership in the Federal Reserve, all insured com-
rived from such transactions could be bettemercial banks are subject to certain legal restric-
employed to strengthen the organization’s finantions on dividends. In the case of nonbank
cial resources. subsidiaries and holding companies, there are

A fundamental principle underlying the Fed-no specific federal statutes, other than the policy
eral Reserve’s supervision and regulation oftatements discussed, which apply to dividend
bank holding companies is that bank holdingpayments. State corporate laws would apply.
companies should serve as a source of managbne objective of the inspection process is to
rial and financial strength to their subsidiarycheck for compliance with these laws and to
banks. The Board believes, therefore, that #ollow-up on any violations.
bank holding company should not maintain a In some cases dividends which comply with
level of cash dividends to its shareholders thahe regulations still may not be in the best
interest of the bank. It is the examiner’s respon-
BHC Supervision Manual December 1992 Sibility to assess the reasonableness of dividend
Page 2 payments in relation to each subsidiary’s capital




Intercompany Transactions (Dividends) 2020.¢

needs. Evaluation of the holding company’s divaugment capital through earnings is also impor
idend policy and payment requires a review atant. If a bank, nonbank or holding company ha:
both the parent company and the consolidatea consistently strong earnings record and it
levels. On a consolidated basis the holding correapital position is healthy, a higher dividend
pany’s capital level in relation to the quantitypayout may be acceptable than would be othel
and quality of total assets, earnings history andise. In analyzing the strength of earnings bott
potential, and growth rates are important in theguantity and quality must be considered. The
assessment of a reasonable dividend payout. Attual quality of earnings and earnings potentic
the parent level, the method of funding divi-are related to operating income rather than e»
dends should be reviewed. For example, a wetraordinary items, significant capital or securi-
capitalized corporation with strong earninggies gains, or substantial increases resulting fror
might pay dividends which could be consideredax considerations.
unreasonable if the organization were in a 3. Review the funding of dividends paid by
strained liquidity position. the holding company. Analyze the parent’s casl
flow and income statements in accordance wit
section 4010.0 of this manual. Discuss any inap
2020.5.3 INSPECTION PROCEDURES propriate funding with management and com
ment on, based on their severity, either on th
1. Review dividend payments by subsidiarie§Cash Flow Statement (Parent),” or the “Analy-
and the parent company. Check for complianceis of Financial Factors” and the “Examiner’s
with appropriate statutes and the Board’s No€omments” pages.
vember 14, 1985 policy statement on the Pay- An analysis of the parent company's cast
ment of Cash Dividends. Discuss violations withflow statement supplemented by the incom
management and comment on the “Examiner’'statement will identify the source of cash for
Comments” page. dividend payments. The parent company ha
This step will often require a review of net cash inflow from various sources including: div-
earnings and changes in the capital accounts idends from subsidiaries, income from activities
the past years, as legal restrictions on dividendsnducted for its own account, interest income
often apply to cumulative income for severalon advances to subsidiaries, management ar
years rather than just the year the dividend iservice fees, borrowings, and tax savings resul
actually paid. For this reason detailed workingng from filing a consolidated tax return. Divi-
papers are important, as these can help to avoitends should be internally funded from divi-
duplications of effort at future inspections. Indends paid by the subsidiaries, the parer
some situations the regulations provide that diveompany’s earnings from activities for its own
idends may be paid in excess of current year'account or from interest income on advances t
earnings. If prior approval from the bank’s pri-subsidiaries. Should the analysis of the cas
mary regulator is necessary, verify that it haglow statement indicate that dividends paid by
been obtained. Any violations of dividend statthe parent exceed cash inflow from thes
utes should be discussed with management aiséurces, further attention to the area is require
cited in the “Examiner's Comments” page of to determine the actual underlying source o
the inspection report. dividend funding. As discussed in the section or
2. Analyze dividend payouts of subsidiariesnanagement and service fees, these are prope
and the parent in terms of capital adequacygssessed at market value or cost of service
earnings and earnings potential. rendered. They are not to be charged simply t
Discuss excessive dividend payouts at angivert income from subsidiaries in order to pay
level with management and comment on theélividends. Borrowing to fund dividends is fun-
“Examiner's Comments” page of the inspectiondamentally an unsound practice.
report. In assessing the reasonableness of divi- When dividends paid by the holding com-
dend payments by subsidiaries and the holdingany are funded by the bank subsidiary, it is
company, the organization’s capital adequacpossible to control indirectly the holding compa-
and future capital needs must be judged with they’s dividend payout level when it is deter-
following in mind: the volume of total assets; mined to be detrimental to the bank subsidiary
asset quality (the percentage of weighted classit is important to remember that the primary
fied assets to gross capital could be used as a@sponsibility of bank regulators is the promo-
indicator of quality); asset mix and liquidity; tion of safe and sound banking operations. Othe
asset growth rates and projections; and plans for
expansion and development of new areas. THBHC Supervision Manual December 1992
subsidiary’s or the holding company’s ability to Page 3
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than the mentioned policy statement there ardend payments at the subsidiary level or parent
no specific federal laws restricting dividenddevel are not reasonable, are not in the best
paid by bank holding companies; however, thénterest of the organization, or are not funded in
System’s cease and desist authority over bark proper manner, discussion with management
holding companies does afford the ability toand a close look at its philosophy are essential.
curb excessive dividend payouts. Remarks on the matter should appear on the
Whenever the examiner determines that divi‘Examiner's Comments” page of the report.

2020.5.4 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Law$ Regulationg Interpretations’ Orders

Dividend limits for national 5199(b)

banks R.S.A.
Dividend limits 5204
R.S.A.
Dividend limits for State Section
member banks 9, F.R.
Act
Capital limitations and 208.19 3-400.81

earnings limitations
on the payment of
dividends by state
member banks

Board policy statement on 4-855 1980 FRB 320
assessment of financial

factors, one bank holding

companies (para. 4

dividend restrictions)

Board policy statement on 4-877 1986 FRB 26
dividends for banking

organizations having

financial difficulties

1. 12 U.S.C., unless specifically stated otherwise. 3. Federal Reserve Regulatory Service reference.
2. 12 C.F.R., unless specifically stated otherwise.
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Intercompany Transactions
(Management and Service Fees) Section 202

A bank holding company is permitted to ownof the FDIC Improvement Act of 1991 or sec-
nonbank subsidiaries that furnish services to aion 38 of the FDIC Act).

perform services for its other subsidiaries pursu- Any fee for services to a banking subsidiary
ant to section 4(a)(2)(A), 4(c)(1)(C), or 4(c)(8)should be supported by evidence that the parei
of the BHC Act. Many bank holding companiesor other affiliate provided the service. Services
charge fees for providing to their subsidiarieprovided by bank holding companies shoulc
services such as management advice, personselrve the needs of the subsidiary bank; charge
services, data processing, marketing, supplfpr services that appear to duplicate existing
administration, investment advice, bookkeepsubsidiary-bank functions should be supporte!
ing, and trust services. The fees for these seby a detailed explanation of the net benefi
vices that are assessed against subsidiary barfigrived by the subsidiary bank and by an analy
take many forms and are an area of potentiais of the reasonableness of the fee.

abuse. In addition to direct fees paid to an Whenitis impractical to allocate expenses ot
affiliate, the compensation for providing thesea direct-charge basis, bank holding companie
services might take the form of salaries or direcfrequently allocate overhead expenses to subsi
tors’ fees paid to the bank holding company’'saries. Although this practice can be considere:
management. A holding company should notacceptable with regard to nonbanking subsidi
directly or indirectly through other subsidiaries,aries, allocating all bank holding company
burden its bank subsidiaries with excessiv@xpenses to bank subsidiaries is not permitte
fees or charge for services unrelated to valuéhe parent company should bear a portion o
received in order to fund its debt service, divi-the costs connected with, for example, the hold

dend payments, or support of other subsidiaried?d company’s investor/shareholder relations
regulatory reporting requirements, acquisitions

Examiners should review the fees charged bjormations, applications, board of directors, anc
a holding company’s bank and nonbank subsidstrategic planning. Bank holding companies are
iaries to any banking subsidiary and judge th@éowever, expected to support their subsidiar
reasonableness of those fees by examining thmnks, and expenses incurred to serve the nee
reasonableness of the services provided and tie¢ the subsidiary banks, such as expense
basis for allocating fees. Fees charged nonbarikcurred in raising capital for subsidiary banks,
subsidiaries and independent third parties shoulthn appropriately be allocated to those subsid
not be more favorable than fees charged banlary banks that benefit from the services pro
ing subsidiaries. They should be reasonable andded, in proportion to the benefit received from
justifiable and be based on the fair market valughe service.
of services provided or, when there is no market All fees for services rendered should be sup
established for a particular service, on actugborted by written agreements that describe th
cost plus a reasonable profithe market value service, the fees to be charged, and the methc
of similar services is the preferred basis of feeof allocating the fees among the subsidiaries
assessmentVhen fees are based on cost plus &he absence of such contracts between the su
reasonable profit, there is less incentive for theidiaries of the holding company is considerec
efficient and effective use of resources, becausgappropriate and an unsafe and unsound ban
a profit margin is built in regardless of the costdng practice. Supervisory action should be taker
involved. In many situations, however, the costn & manner consistent with the financial condi
method is the only method possible. tion of the holding company and the subsidiary
o . ) bank, to eliminate the improper practices. The
Any method of pricing services provided topractices should be criticized in the inspectior
bank subsidiaries that is based on anything oth@sport and actions taken to see that the situatic
than value received is inappropriate. The fegs satisfactorily resolved. If the practices are
mechanism should not be used to divert incomRaving a serious impact on the bank, or if they
from any bank subsidiary to meet the parent'snight reasonably be expected to have a seve
financial needs if those needs are unrelated {tpact given the bank’s financial condition, for-
the provision of services to that subsidiary. Inmal administrative action should be consideret
addition, banks are prohibited from paying manin order to require the holding company to ter-
agement fees* if it would cause the institution tominate the practices and make restitution to th
become undercapitalized (see title |, section 134ubsidiary bank.

* “Management fees” does not include fees for such ser-BHC Supervision Manual December 1993
vices as electronic data processing or auditing. Page 1
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A bank’s prepayment of service fees to thaeceives a fee for its services. Although transac-
parent company and payment of expenses inions between sister banks and banks that are
curred primarily in conjunction with holding part of a chain banking organization are exempt
company activities unconnected with the bankrom section 23B, section 23A requires that
also are cause for supervisory concern. In gercovered transactions between a bank and an
eral, prepayment for services is inappropriataffiliate be conducted at arm’s length. See sec-
unless the bank holding company can demortion 2020.1.2 for other transactions that are cov-
strate that prepayment is standard industry praered by section 23B and the requirements that
tice for nonbanking companies acquiring thepertain to all such transactions. For examples of
same service. Prepayment of sums for servicesmnsactions that could violate section 23B, see
that are not to be provided in the immediatesection 3700.10, dealing with an application to
future (for example, prepayment of an entirgorovide armored car services through a bank
year's fees for services to be rendered througholding company’s nonbank subsidiary.
out the year) can have an adverse impact on the
bank and is therefore inappropriate. These prac-
tices should be addressed by requiring timel2020.6.2 INSPECTION OBJECTIVES
and reasonable payments for services and reim-
bursement to the banks for what are essentially 1. To determine whether the holding com-
holding company expenses. If bank expensgsany and its subsidiaries charge fees to bank
are incurred substantially in support of a holdsubsidiaries based on value received and fair
ing company activity, the bank should be reim-market value.
bursed for that portion of its cash outlay that 2. To determine whether the subsidiaries are
benefits the holding company. Reimbursemerdctually receiving these services.
is necessary to ensure that bank resources are3. To determine that the timing of fee pay-
not diverted to a holding company affiliate withments is appropriate.
little or no benefit to the bank. 4. To determine whether there is an agree-

Aside from reasonable and timely fees forment between the entities relating to specific
services rendered, the most appropriate wagervices and fees charged.
from a supervisory standpoint, for funds to be 5. To determine if any fees result in an
paid to the parent company is through divi-unsafe or unsound condition in any subsidiary
dends. This principle applies, in general, to bankank.
payment of funds to service holding company Once the management policy underlying the
debt, even when the debt was initially incurrediee structure is clearly understood, it is impor-
to raise equity capital for the subsidiary bank. Itant for the examiner to determine that practice
is an inappropriate banking practice for the subis consistent with policy. For example, if man-
sidiary bank to pay management fees for theagement indicates that fees charged are based
purpose of servicing holding company debton the fair market value of services received but
Funds for servicing holding company debtthe fee structure is actually geared to the bank
should, as a general rule, be upstreamed in tlwibsidiary’s asset size, an inconsistency exists.
form of dividends. Assuming either that all of the bank subsidiaries

have access to the same or similar markets for
the services being provided by the bank holding

2020.6.1 TRANSACTIONS SUBJECT company or that cost is used consistently to

TO FEDERAL RESERVE ACT determine pricing, the established pricing struc-
SECTION 23B ture should be used for all subsidiaries. Devia-

tions from established policy intended to

Section 23B of the FRA applies to any coverehannel a greater proportion of income from
transaction with an “affiliate,” as that term is financially sound banks to financially weak ones
defined in section 23A of the FRA. Section 23Bshould be noted. .

also applies to a number of transactions that are When it has been established that the fee
not covered by section 23A, for example, transstructure is reasonable and is consistently fol-
actions that involve the payment of money ofowed, a final question remains. Are the bank
the furnishing of services to an affiliate undersubsidiaries actually receiving the services for
contract, lease, or otherwise, or transactions iwhich they are charged? This may be difficult to

which an affiliate acts as an agent or a broker gtScertain in many cases, but serious efforts must
be made.

BHC Supervision Manual December 1993 It is important that the basic business princi-
Page 2 ples of an arm’s-length transaction be applied to
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all transactions between banks and their affiliactually based on the valuation of the service
ates. This approach provides protection for alteceived and consistent with stated policy. Any
the interests involved. In addition, paymentvariations from the basic structure among the
should be made within a reasonable time of thbank subsidiaries would also require suppor
rendering of the services. It is inequitable for thédrom the market or cost data furnished.
bank subsidiary to pay fees far in advance in Once the holding company’'s policy, valua-
order to suit the parent’s cash needs. A clearltion data, and pricing structure are analyzed
understood agreement between the holdinthey should be verified. Check the service at thi
company and its bank subsidiaries detailing thbank-subsidiary level. The verification proces:s
duties and responsibilities of each party and thean be modified as deemed appropriate by th
method to be used for fee assessment is algxaminer.
important to the servicing arrangement. Note the timing of payment for services. Fee:
for services should be billed and paid as they ar
received, just as they would be with an unaffili-
2020.6.3 INSPECTION PROCEDURES ated servicer. Prepayments are inappropriate |
most cases.
1. Review and analyze the policy regarding Written service agreements should be ir
management and other services provided teffect specifically detailing the types and exten
bank subsidiaries and the method of assessinf services being rendered and the method ¢

fees. pricing. Any significant exceptions found dur-
2. Determine the basis for valuation. ing the verification process merit follow-up and
3. Review the actual pricing structure as it iscomments in the report.
applied. Thus far, these inspection procedures fo
4. Verify the following: management and service fees have emphasiz
a. Fees are charged in accordance with review of management'’s stated intent and th
pricing structure. actual fees charged on the individual bank
b. Pricing structure is consistently appliedsubsidiary level and have been somewhat or
for all bank subsidiaries. ented toward micro-level analysis. An overall

c. Bank subsidiaries are actually receivingview of the parent company’s cash flow and
services for which they are assessed. Determiriecome statements can also provide certain ind
whether fee payments have caused the institgators of appropriateness of fees. The parel
tion to become undercapitalized. company should be servicing its debt and pay

d. Payments are made in a timely mannering dividends from sources other than manage

5. Review examination reports on bank subment fees and service fees collected from ban

sidiaries for comments on fee assessment.  subsidiaries. If the ratio of management anc
6. Analyze the parent company’s cash flonservice fees to parent-company salaries ar

and income statements for intercompany fees. other expenses significantly exceeds 100 pe
7. Review recordkeeping. cent, the holding company could be charginc
A review of management's written or statedfees that are unrelated to the value of the se

policy regarding services provided subsidiariegice. This situation would call for further

and fee assessment is a logical starting point fanvestigation.

the analysis of this area. The policy should be

discussed with the holding company’s officers

to ensure that the examiner has a clear under-

standing of the purpose and basic underlying

philosophy. Any policy that calls for fee assess-

ment based on standards other than fair market

value or the cost of providing the services

requires discussion with management and com-

ment on page 1 of the report.
The determination of fair market value or

cost of providing services is the responsibility

of the holding company. The examiner should

review the market or cost information used to

justify the pricing of services and be satisfied

that the data presented actually supports the fee

structure. Request a copy of the pricing scheddHC Supervision Manual December 1993

ule as it is applied, and determine that it is Page 3
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2020.6.4 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Law$ Regulationg Interpretations’ Orders

Statement of practice and 4-876
procedure in reference to

unsound banking

practices; diversion-of-bank-

income practices (SR-79-533,

March 19, 1979)

Potential violations of 1993 FRB 352
section 23B of the
Federal Reserve Act:

1. Proposal by a bank holding
company to provide armored
car services to its banking
subsidiary through a de novo
nonbank subsidiary. The cost
of the service would be more
than the cost of armored car
services currently received
from an unaffiliated provider.

2. Proposal whereby the bank
holding company’s de novo
nonbanking subsidiary would
pay a flat fee based on a
percentage of its direct
operating expenses to cover
all the back-office services
provided by the holding
company'’s banking subsidiary.

1. 12 U.S.C,, unless specifically stated otherwise. 3. Federal Reserve Regulatory Serviegerence.
2. 12 C.F.R., unless specifically stated otherwise.

BHC Supervision Manual December 1993
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Intercompany Transactions (Transfer of
Low-Quality Loans or Other Assets) Section 2020

The transfer of low-quality loans or other assetshould make certain that the assets have be
from one depository institution to another carproperly recorded on the books of the acquiring
be reason for supervisory concern. Such trangastitution at fair market value. If the transfer
fers may be made to avoid detection and classwas with the parent holding company or a non
fication during regulatory examinations, andbank affiliate, determine that the transaction i
may be accomplished through participationsalso properly recorded on the books of the affil-
purchases/sales, and asset swaps with other afféite. Refer to SR Letter 83-24 (FIS).

iated or nonaffiliated financial institutions. Sec-

tion 23A of the Federal Reserve Act prohibits

bank purchases of low-quality assets from a2020.7.1 INSPECTION OBJECTIVES
affiliate. Examiners should be alert to situations

where an institution’s intention appears to be 1. To ensure that loan transfers involving
the concealment of low quality assets for thestate member banks, bank holding companie
purpose of avoiding examination scrutiny ancand nonbank affiliates are carefully evaluated ft
possible classification. determine if they were carried out to avoid

During bank holding company inspections classification, and to determine the effect of the
examiners are requested to identify situationgansfer on the condition of the institution and to
where low-quality assets have been transferremscertain whether the transfer was consistel
between the institution being examined and arwith the requirements of Section 23A. Under
other depository institution. Low-quality loans section 23A of the Federal Reserve Act, an asst
broadly defined include loans which are classipurchase is a “covered transaction.” All “cov-
fied or specially mentioned, or if subjected toered transactions” by a bank with a single affil-
review would most likely be classified or spe-iate and with all affiliates combined may not
cially mentioned, past due loans, nonaccruaxceed 10 percent and 20 percent, respectivel
loans, loans on which the terms have been renef a bank’s capital and surplus.
gotiated because of a borrower’s poor financial 2. To ensure that the primary regulator of the
condition, and any other loans which the examether financial institution involved in the trans-
iner feels are of questionable quality. Other asfer is notified.
sets of questionable quality would include de-
preciated or sub-investment grade securities and
other real estate. The transfer of assets to avoD20.7.2 INSPECTION PROCEDURES
supervisory review is a highly improper and
unsound banking practice and may be a viola- 1. Investigate any situations where asset
tion of section 23A of the Federal Reserve Actwere transferred prior to the date of examinatiol
that should be addressed through formal supete determine if any were transferred to avoid
visory enforcement action, if necessary. possible criticism during the examination.

Any situations involving the transfer of low- 2. Determine whether any of the loans trans
quality or questionable assets should be brougfférred were nonperforming at the time of trans:
to the attention of Reserve Bank supervisoryer, classified at the previous examination, or fo
personnel who, in turn, should notify the localany other reason were considered to be of que
office of the primary Federal regulator(s) of thetionable quality.
other depository institution(s) involved in the 3. Review the policies and procedures to de
transaction. For example, Reserve Banks shoutdrmine whether or not assets or participation
notify the primary Federal regulator of any de-purchased are given an independent, comple
pository institution to whom a State memberand adequate credit evaluation. If a bank is
bank or holding company is transferring or hasolding company subsidiary or a member of ¢
transferred low quality loans. Reserve Bankghain banking organization, review asset pur
should also notify the primary regulator of anychases or participations from affiliates or othel
depository institution from which a State mem-known members of the chain to determine if the
ber bank or holding company is acquiring or hassset purchases are given amms-lengthand
acquired low-quality loans. This procedure apindependenctredit evaluation by the purchasing
plies to transfers involving savings and loarbank.
associations and savings banks, as well as com-4. Determine whether or not any purchase:
mercial banking organizations.

If it is determined that a transfer of assets wagHC Supervision Manual December 1992
undertaken for legitimate reasons, the examiner Page 1
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of assets from an affiliate are in conformance 7. If poor quality assets were transferred to
with section 23A which generally prohibits pur-or from another financial institution for which
chases of low-quality assets from an affiliatehe Federal Reserve is not the primary regulator,
and limits asset purchases and all other “covprepare a memorandum to be submitted to the
ered transactions” by a bank from a single affil-Reserve Bank supervisory personnel. The Re-
iate and all affiliates combined to 10 percent anderve Bank will then inform the local office of
20 percent, respectively, of a bank’s capital anthe primary Federal regulator of the other insti-
surplus. tution involved in the transfer. The memoran-

5. Determine that any assets purchased adkim should include the following information,
properly reflected at fair market value (whileas applicable:
fair market value may be difficult to determine,
it should at a minimum reflect both the rate of ¢ Name of originating and receiving institu-
return being earned on such assets and an appro- tions.
priate risk premium). Determine that appropri- < Type of assets involved and type of transfer
ate write-offs are taken on any assets sold at less (i.e., participation, purchase/sale, swap).
than book value. » Date(s) of transfer.

6. Determine that transactions involving < Total number and dollar amount of assets
transfers of low- quality assets to the parent transferred.
holding company or a nonbank affiliate are e« Status of the assets when transferred (e.g.,
properly reflected at fair market value on the  nonperforming, classified, etc.)
books of both the bank and the holding com- < Any other information that would be help-
pany affiliate. ful to the other regulator.

BHC Supervision Manual December 1992
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Intercompany Transactions
(Trade Name or Royalty Fees) Section 2020

A bank holding company may be assessing Such payments are unlikely to bear any rea
trade-name or royalty fees on its subsidiarysonable or justifiable relationship to any tangi-
banks for their use of the holding company’sble asset or service provided by a holding
name. Such holding companies may assert thabmpany to a subsidiary bank. They are thu:
the trade name-licensing agreements were creensidered an improper diversion of bank
ated to achieve certain state tax benefits. Thapcome. If this practice is found during the
may also claim that such agreements wereourse of an inspection, the practice should b
implemented to establish a basis for any damstopped and examiners should direct the parel
ages that the company might seek if its tradeompany to reimburse subsidiary banks for th
name is used by an unauthorized third partyiees paid. Depending on the materiality of the
Further, consultants may try to market this practrade name or royalty fees, the Reserve Ban
tice to other bank holding companies. may also require restatement of regulatory fil-
ings. See SR-91-3.

BHC Supervision Manual December 1993
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Intercompany Transactions
(Split-Dollar Life Insurance) Section 2020.¢

Split-dollar life insurance is a type of life insur- A variation of the endorsement plan is an
ance in which the purchaser of the policy paysrrangement in which the bank pays an annu:
at least part of the insurance premiums and igremium towards the policy and the parent hold
entitled to only a portion of the cash surrendeing company reimburses the bank for a nomina
value, or death benefit, or both. See SR-93-3@mount of the annual premium payments. Thes
and its attachments for further discussion of theamounts are substantially lower than the pre
Federal Reserve's position on such arrangenium payments made by the subsidiary ban
ments between bank holding companies andnd therefore do not accurately reflect the ecc
their subsidiary banks. nomic benefit derived by the holding company
as primary beneficiary of the insurance policy.

2020.9.1 SPLIT-DOLLAR LIFE
INSURANCE POLICY 2020.9.1.2 Split-Dollar Life Insurance
ARRANGEMENTS Collateral Assignment Plan

Certain split-dollar life insurance policy Under a collateral assignment plan, the parer
arrangements involving banks and their parertank holding company owns the policy and
bank holding companies raise legal and safetypays the entire premium. The subsidiary ban!
and-soundness concerns. These arrangemeniakes annual loans to the bank holding com
fall into two general categories: (1) those inpany in an amount equal to the annual increas
which the subsidiary bank owns the policy, paysn the cash surrender value of the policy (or, ir
all or substantially all of the premiums and issome cases, in amounts equal to premiums pai
reimbursed for the premium payments (if at allwith the policy itself serving as collateral for the
at some time in the future (endorsement plandpan. The loans are repayable at either the term
and (2) those in which the parent holding comnation of employment or the death of the insurec
pany owns the policy, and pays the premiumemployee, and will be paid using the deatt
but uses the insurance policy as collateral fobenefits available from the policy.
loans from its subsidiary bank (collateral assign-
ment plans).

2020.9.2 COMPLIANCE WITH

APPLICABLE LAWS
2020.9.1.1 Split-Dollar Life Insurance
Endorsement Plan 2020.9.2.1 Compliance with Sections

23A and 23B of the FRA
Under an endorsement plan, the subsidiary bank
purchases a policy in which its parent bankBoth of the aforementioned types of split-dollar
holding company or an officer, director, or prin-life insurance policy arrangements may be inap
cipal shareholder thereof is the primary benefipropriate if they are inconsistent with sections
ciary, rather than the bank or one of its officer23A or 23B of the Federal Reserve Act (FRA).
or directors. In this instance, the subsidiary banection 23A places quantitative restrictions an
receives only a limited portion of the deathother requirements on certain transactions
benefit—usually an amount equal to its preincluding loans, between banks and their affili-
mium payments plus interest. The primary benates. The statute also requires that loans betwe:
eficiary—the holding company or one of itsbanks and their affiliates be secured with col
officers, directors, or principal shareholders—ateral having a specified market value tha
receives a majority of the insurance proceeddepends on the type of collateral used to secul
but pays little or nothing for the benefit. Manythe loan. Under an endorsement plan, where tt
of the policies in this category are single-subsidiary bank pays all or substantially all of
premium universal life policies, whereby thethe insurance premiums, an unsecured extensi
subsidiary bank pays one large lump sum presf credit from the subsidiary bank to its parent
mium payment for the policy. Generally, a sub-holding company generally results because th
sidiary bank involved in an endorsement plarsubsidiary bank has paid the bank holding com
records the cash surrender value of the policy ggany’s portion of the premium, and the bank
an asset on its books; the bank holding company
does not record anything at the parent-onlBHC Supervision Manual December 1993
level. Page 1
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will not be reimbursed fully for its payment bank receives from the holding company is
until sometime in the future. based on an implied value of the insurance
Under a collateral assignment plan, if thecoverage received by the holding company that
insurance policy held by the parent bank holdis less than the assessments made to the policy
ing company serves as collateral to secure equity.
loan from its subsidiary bank, the loan may be a In the process of evaluating split-dollar insur-
violation of section 23A unless it meets theance arrangements, examiners should keep in
quantitative requirements of section 23A andnind the fact that the advances made by a bank
the cash surrender value of the insurance polidp purchase the insurance are the equivalent of a
used as security is equal to 130 percent of thiman to the holding company. Therefore, to com-
amount of the loan. Thus, a bank loan to thely with section 23B, the terms of the loan, such
parent bank holding company that equals thas its duration and interest rate, must be on
cash surrender value of the insurance policy thaharket terms.
is serving as collateral would not be adequately
secured under section 23A, unless additional
collateral was provided. 2020.9.2.2 Investment Authority Under
Both categories of split-dollar life insurancethe National Bank Act
policy arrangements may also lead to violations
of section 23B of the Federal Reserve ActParticipation by bank holding companies and
which requires that certain transactions involvtheir state-chartered and national bank subsidi-
ing a bank and its affiliates be on terms andiries in split-dollar life insurance policy arrange-
under circumstances substantially the same or atents may also raise concerns whether the poli-
least as favorable to the bank as those prevailingies are permissible bank investments under
at the time for comparable transactions with osection 24(7) of the National Bank Act. The
involving nonaffiliated companies. Because th®©ffice of the Comptroller of the Currency’s
bank holding company is the beneficiary of thenterpretation of this provision of the National
life insurance policy, it is a participant in a Bank Act (OCC Banking Circular 249, May 9,
transaction between a bank and a third partyt991)2 In addition, under section 24 to the
therefore, the split-dollar life insurance transacFederal Deposit Insurance Act, a state-chartered
tion must meet the standards of section 23Bbank generally may not, without the FDIC’s
In order to conform to the statutory restrictionspermission, engage in any activity that is imper-
of section 23B, the return to the bank frommissible for a national bark.
ownership of the policy should be commensu-
rate with the size and nature of its financial
commitment. In most split-dollar insurance2020.9.3 SAFETY-AND-SOUNDNESS
arrangements, the bank makes an investment ®ONCERNS
the policy not for the purpose of insuring itself
against risk but for the purpose of obtainingThe purchase of a split-dollar life insurance
insurance for its holding company. The onlypolicy may also constitute an unsafe and
return that the bank will get from its participa- unsound banking practice involving the diver-
tion in ownership of the policy is the return of sion of bank income or assets. If a subsidiary
its initial investment and possibly some interestbank pays the entire insurance premium but is
However, the insurance company deducts theot the beneficiary, it provides an economic
cost of maintaining the insurance coverage frorbenefit to its parent holding company or other
interest that would otherwise be credited to théeneficiary for which it is not being adequately
equity in the policy. These costs include policyreimbursed or compensated. In this instance, the
loads, surrender charges, and mortality costbank loses the opportunity to use its assets pro-
The holding company should fully reimburseductively. Generally, the bank pays the premium
the bank for all of these charges. Examinerin return for the insurance company’s payment
should carefully evaluate these arrangementsf the entire proceeds. When the bank receives
because, in many cases, the reimbursement thess than the entire proceeds, it has, in effect,

2. National banks may not purchase life insurance as an

1. The Federal Deposit Insurance Corporation has tl”lkeﬂvestment. See OCC Banking Circular 249, for the tests

gh;“%ag;e%oi}:]oenlg lagggbllshed interpretive letter, FDldunder which life insurance may be purchased and held for

noninvestment purposes.

. 3. SR-92-97 (FIS) and SR-92-98 (FIS), dated December 16
BHC Supervision Manual December 1993 and 21, 1992, respectively, describe the provisions of section
Page 2 24 of the Federal Deposit Insurance Act.




Intercompany Transactions (Split-Dollar Life Insurance) 2020.

paid a higher than market price for whatever 2. To ascertain whether participation by bank
limited benefit it may receive. This is also theholding companies and their national bank ol
case when the primary beneficiary of the policystate-chartered bank subsidiaries is consiste
is an officer, director, or principal shareholder ofwith section 24(7) of the National Bank Act and
the parent holding company. Such an arrangesection 24 of the Federal Deposit Insurance Aci
ment is not consistent with safe and sound bank- 3. To verify the cash surrender values of
ing practices because the subsidiary bank isplit-dollar life insurance policies and to
conferring an economic benefit on an insider oéstablish whether those values have bee
the parent bank holding company withoutimpaired by loans to, liens by, or assignment:
receiving adequate compensation. to, third parties or by unauthorized borrowings
or cancellations.

2020.9.4 EXAMINER REVIEW OF
SPLIT-DOLLAR LIFE INSURANCE 2020.9.6 INSPECTION PROCEDURES

Examiners should be fully aware of the prob- 1 Review corporate life insurance policy
icy arrangements between bank holding compas subsidiary banks.

nies and their subsidiary banks. During the 3 Determine if there are split-dollar life
ing company inspections, examiners shoulgyank and the parent company or officers o
review corporate life insurance policy arrangegirectors of the parent company.

ments for compliance with applicable banking  , |f any such insurance arrangemen
laws and safety-and-soundness stand&ifi| exists, establish if the plan is either an endorse
Spllt-dollar life insurance pO“Cy arrangementment p|an or a collateral assignment p|an.

exists in either a bank holding company or a ¢ Review arrangements involving a split-
state member bank, it should be reviewed angollar life insurance policy purchased by the

modified if it does not comply fully with the law parent company.
and principles of safe and sound banking. If a (1) Review external documentation evi-
bank holding company or a state member banfiencing the cash surrender value. If no docu

fails to take appropriate action to bring its split-mentation exists, ask the audit committee and it
dollar life insurance policy arrangements intGnternal auditors—

compliance, then the Reserve Bank should con- (a) to obtain external documentation
sider appropriate follow-up supervisory actionyerifying its value and

(including.aformal e.nforcement.acti.on).ag.ainst (b) to verify that there are no out-

the banking organization or its institution- standing loans, liens, or assignments against tf

affiliated parties, or both. insurance policies.

(2) Establish whether the parent compa:

ny’s board of directors has established policie!

2020.9.5 INSPECTION OBJECTIVES  and implemented procedures for transaction

o ] o between the insurance carrier and the parel

1. To determlne if Spllt—dollar I|fe Insurance Company to prevent unauthorized borrowing o]

arrangements between the parent holding congancellation of any insurance policy that has :
pany and its subsidiary banks are consisteiash surrender value.

the FRA. insurance policy arrangements are consiste
with applicable safety-and-soundness standard

4. Examiners conducting examinations of U.S. branches (4) Verify Fhat the recorded _Value_ of the
and agencies of foreign banks and Edge corporations shoul@spective asset is equal to the unimpaired ca:s
also be alerted to the problems associated with split-dollar lifgyrrender value of the asset.

insurance arrangements because these institutions could PU-5 I an endorsement plan arrangement is pu
chase insurance for the benefit of a parent foreign bank or, ™"

company, or one of the parent's officers or directors. ichased by a $Ub5idiary bar.‘k1 eStab”Sh. Wheth‘
addition, section 7(h) of the International Banking Act of the bank holding company is the beneficiary. If
1978 prohibits state-licensed branches or agencies frothe parent company is the beneficiary, such a

engaging in any activity that is impermissible for a federal R
branch unless the Board determines that such activity igrrangemem may result in an unsecured extel

consistent with “sound banking practice” and, in the case of .
an FDIC-insured branch, the FDIC determines that the activBHC Supervision Manual December 1993
ity poses no significant risk to the deposit insurance fund. Page 3




Intercompany Transactions (Split-Dollar Life Insurance) 2020.9

sion of credit when the subsidiary bank pays albwnership of the policy is commensurate with
or substantially all of the insurance premiumshe size and nature of the financial commitment,
but is not reimbursed until some time in theincluding all costs incurred for maintaining the
future. Ascertain if the investment return to thensurance coverage.

bank from ownership of the policy is commen- b. Determine if the terms (duration and
surate with the size and nature of its financiamarket interest rate) of the advances made to
commitment. purchase the insurance are on market terms.

3. If a collateral assignment plan (when the  c. If the bank holding company is the
insurance policy held by the parent companyeneficiary of a bank insurance policy and a
serves as collateral to secure a loan from hank is a participant in the purchase of the
subsidiary bank), ascertain whether the cash sunsurance from a third party, determine if the
render value of the insurance policy is equal taransaction was on terms and under circum-

130 percent of the amount of the loan. stances that were substantially the same as or at
4. For both types of split-dollar life least as favorable to the bank as those then
insurance: prevailing for comparable transactions with or

a. Determine if the investment return frominvolving nonaffiliated companies.

2020.9.7 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Law$ Regulationg Interpretations® Orders

Split-dollar life
insurance:

1. Endorsement plan: 371c, FRA
When a subsidiary section 23A
bank has paid all
the BHC'’s portion
of the premium and
the bank will not be
reimbursed until
some time in the
future, a loan results
that must be secured.

2. Collateral assignment 371c, FRA
plan securing a loan: section 23A
Cash surrender value
must be 130 percent
of the loan.

3. Both plans:

a. Transactions must 371c, FRA
be onterms and  section 23B
under circumstances
substantially the
same as those
prevailing for third-
party transactions.

BHC Supervision Manual December 1993
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2020.9.7 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Laws$ Regulationg Interpretations® Orders

b. Whenthe BHCis 371c-1, FRA
the beneficiary, the section 23B
bank’s investment
return from the split-
dollar life insurance
policy should be
commensurate with
the size and nature
of the financial

commitment.
Split-dollar life Regulation O
insurance premiums staff opinion
paid by a bank on behalf 3-1081.3

of an executive officer of
the bank are not deemed
an extension of credit for
purposes of Regulation O,
if the officer reported the
premiums as taxable
compensation to the IRS.

1. 12 U.S.C., unless specifically stated otherwise. 3. Federal Reserve Regulatory Serviegerence.
2. 12 C.F.R., unless specifically stated otherwise.

BHC Supervision Manual December 1993
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Grandfather Rights—Retention and Expansion of Activities
Section 2030.0

The history of bank holding company legisla-particular bank holding company is not war-
tion reflects a principle that banking and com+anted; provided, the Reserve Bank is satisfie
merce should be separated in order to prevettat all of the following conditions are met:
abuses in the distribution of credit. The 1956 1. The company or its successor is “a com-
Act generally required companies to divest theipany covered in 1970;”

nonbank activities and shares within two years. 2. The nonbanking activities for which indef-
In the 1970 Amendments, the same requiremeitite grandfather privileges are being sought d«
applied to companies formed in the future. Hownot present any significant unsettled policy
ever, one-bank holding companies in existencgsues; and

at the time of these amendments were given a 3. The bank holding company was lawfully
“grace period” to comply with divestiture re- engaged in such activities as of June 30, 196

quirements of the legislation. Those companieand has been engaged in such activities contini
whose bank and nonbank interests had beefusly thereafter.

combined on or before June 30, 1968, were A company covered in 1970 is defined in

permitted to continue the existing combinatiorsection 2(b) of the Act as “a company which
for an indefinite period (indefinite or permanentfyecomes a bank holding company as a result ¢
grandfather privileges). But those BHCs whichihe enactment of the Bank Holding Company
existed at the time of the 1970 Amendments, bukct Amendments of 1970 and which would
whose bank was acquired or whose nonbankaye peen a bank holding company on June 3t
activity was initiated after June 30, 1968, were| ggag 'if those amendments had been enacted
permitted to continue their nonbank activitieShat date.” The Board has also determined the
for only 10 years until December 31, 1980. Ao ompany must have owned at least 25 pe
exception to the divestiture deadline existed Wthent of the voting shares of the same subsidiar
respect to certain real e;tate holdings. bank on June 30, 1968, and December 31, 197

Because of Congressional concern about tqﬁ order to qualify as a company covered in

effectiveness of a divestiture, Congress includeg970 If 2 company was not activelv enaaaed ir
section 2(g) in the Act, and particularly subsec- : pany Yy engag

tion 2(g)(3) which treats the transfer of control.a.nonbank activity prior to June 30, 1968, e|th_e|
In this section, care is taken to eliminate possig'reCﬂy’ or indirectly through a subsidiary, it

ble control relationships between the compan{'®Y Sﬁ” qualify for indefinite grandfather p.rivi.-
and its divested assets. eges if the company had entered into a binding
Although indefinitely grandfathered compa-contract prior to June 30, 1968. The binding
nies may continue to engage in nonbankingomr_a_‘:t must be a written d_ocument_whlch
activities, these grandfather privileges are supPecifies that the company (or its subsidiary) o
ject to review by the Federal Reserve Board aR€rsons representing the company will purchas
the time when a company’s banking assets ex@nother company which is already engaged i

ceed $60 milliort: the activity.
Within two years after the subsidiary bank of
an indefinitely grandfathered company attain:
banking assets in excess of $60 million, the
status of the company’s grandfather privileges i
2030.0.1 INDEFINITE GRANDFATHER Subject to review to determine whether the
PRIVILEGES rights should remain in effect or be terminated

The Board or Reserve Bank may also reviev
Under the provisions of section 4(a)(2) of thea Y company’s grandfather privileges and termi

Act, as amended in 1970, relating to grandfathe'?ate them if it determines that such action i

privileges for certain nonbanking activities of ecessary to prevent (1) undue concentration

bank holding companies, the Reserve Banks S0Urces, (2).decreased or unfair competit.ior
have been delegated the authority to determi ) conflicts of interests, or (4) unsound banking

that termination of grandfathered activities of ractices. Moreover, V\{h_e_n a company applie
or approval of an acquisition, it may expect the

Board or Reserve Bank to review the legitimacy

1. Effective October 20, 1981 the Board amended its Rule(s)f s grandfather pr|V|Ieges.

Regarding Delegation of Authority to delegate to the Reserve .
Banks authority to make these determinations regarding indeBHC Supervision Manual December 1992
inite grandfather privileges. Page 1




Grandfather Rights—Retention and Expansion of Activities 2030.0

2030.0.2 ACTIVITIES AND growth; however, there are a few exceptions.
SECURITIES OF NEW BANK See Appendix 1 in this section.
HOLDING COMPANIES In Appendix 1 it is important to distinguish

between a purchase in the ordinary course of
A company that becomes a bank holding combusiness and a purchase, in whole or in part, of a
pany may, for a period of two years, engage irgoing concern. Each of the following conditions
nonbanking activities and control voting securi-must be satisfied in order for the transaction to
ties or assets of a nonbank subsidiary, if thée in the “ordinary course of business,” which
bank holding company engaged in such activiis permissible: (1) less than a substantial amount
ties or controlled such voting securities or assetsf the assets of the company to be acquired must
on the date it became a bank holding companye involved; (2) the operations of the purchased
The Board can grant requests for up to threeompany must not be terminated or substan-
one-year extensions of the two-year period. Thiially discontinued; (3) the assets acquired must
is in accordance with a December 1983 revisionot be significant in relation to the size of the
to Regulation Y (12 C.F.R. 225.22(¢e)). The regsame line of nonbank activity already in the
ulatory provision implements Section 4(a)(2) ofholding company (an acquisition is deemed sig-
the BHC Act. nificant if the book value of the acquired non-

bank assets exceeds 50 percent of the book

value of the nonbank assets of the holding com-
2030.0.3 LIMITATIONS ON pany or nonbank subsidiary comprising the
EXPANSION OF GRANDFATHER same line of activity); (4) if the transaction
RIGHTS FOR INSURANCE AGENCY involves the acquisition of assets for resale, the
NONBANKING ACTIVITIES OF BANK sale must be a nominal business activity of the

HOLDING COMPANIES acquiring company; and (5) the major purpose
of the transaction must not be to hire essentially
Refer to Manual section 3170.0.3.4.1. all of the seller’'s principal employees who are

expert, skilled and experienced in the business

of the company being acquired. If any of these
2030.0.4 SUCCESSOR RIGHTS five conditions is not satisfied, the transaction

may be considered to be an acquisition of a
When a bank holding company transfers itgoing concern, which is not permissible without
bank shares to another company in a mann@fior approval. Refer to 12 C.F.R. 225.132.
that produces no substantial change in the con-
trol of the bank, the transferee qualifies under
section 2(e) of the Act as a “successor.” The2030.0.6 DIVESTITURESalso see
“successor” provision prevents a bank holdingManual section 2090.6)
company from transferring its bank to some
other organization. A successor is considered Bhe act specifies the time in which a company
bank holding company from the date the transmust divest of any impermissible activity. Any
feror became a bank holding company. Thus, itompany becoming a bank holding company
may hold the same grandfather privileges as itsubsequent to the 1970 Amendments has two
predecessor. By the same token, it becomears in which to divest its impermissible activ-
subject to any conditions or restrictions, such ay. The Act allowed a temporarily grandfath-
divestiture requirements, imposed by the Sysered company ten years from December 31,
tem upon its predecessor. For example, an irrd-970, to divest of its impermissible activities,
vocable declaration filed by the predecessoexcept certain real estate holdings discussed ear-
would be binding upon the successor. lier; and allows indefinitely grandfathered com-

panies ten years from the date on which grand-

father privileges are terminated by the Board or
2030.0.5 EXPANSION OF Reserve Bank, should they be terminated for
GRANDFATHER ACTIVITIES good cause. ) _

As mentioned earlier, reviews of a company’s

Grandfather privileges apply to activities, not tograndfather privileges may be precipitated by
companies. As a general rule, these activitie8Uch circumstances as: (1) a subsidiary bank of
are permitted to be expanded through internan indefinitely grandfathered company attaining
assets in excess of $60 million (reviewed within
BHC Supervision Manual December 1992 two years); (2) a company seeking approval to
Page 2 engage in another activity or acquire another




Grandfather Rights—Retention and Expansion of Activities 2030

bank; (3) a company which violates the Act; or 5. To determine if expansions of grandfath-
(4) a company operating in a manner whictered activities occurred in accordance with the
results in an undue concentration of resource#ct.
decreased or unfair competition, conflicts of
interests, or unsound banking practices.
When a company has filed an applicatior2030.0.8 INSPECTION PROCEDURES
requiring the Board’'s or Reserve Bank’s ap-
proval, the Board or Reserve Bank may approve 1. If necessary, examine the subsidiary
the application subject to the condition that thdank’s stock certificate book to determine wher
company divest of certain grandfathered shardhe company acquired 25 percent or more of th
or assets within a specified time period. Théank.
specified time period generally will be shorter 2. Review the minute books and historical
than the aforementioned time periods stipulatetinancial records of the company and its subsid
in the Act. iaries for evidence of the date of commence
The plan of divestiture should have providedment of any nonbank activity and its continua-
for the removal of any control relationship tion thereafter. In particular, the financial record:
between the company and its divested activitieshould reflect the activity’s impact as either ar
These control requirements, as outlined irasset and/or an income item. From thes
section 2(g) of the Act, include one or more ofrecords, also determine whether there has be
the following: (1) no interlocking directorates; expansion of the activity and whether such ex
(2) ownership of less than 25 percent of thgansion complies with the Act.
voting shares by the BHC and related parties; 3. If necessary, review the latest quarterly
(3) no interlocking management positions inCall Report of Condition for the subsidiary bank
policymaking functions; (4) no indebtednesso determine whether total assets exceede
between the transferor and the transferee; (5) r®60 million. If appropriate, advise managemen
agreement or understanding which restricts thehat its grandfather status is subject to review
voting privileges of shares. Further discussion 4. If necessary, examine the stock certificat
of these and other control requirements andecords and minutes of the bank or BHC to
issues is found in Manual sections 2090.1 andetermine if the bank’s shares have been tran
2090.6. ferred from one bank holding company to an-
other in such a manner that the transferee qual
fies as a successor.

2030.0.7 INSPECTION OBJECTIVES 5. Upon review of the aforementioned
records, discuss the status of the company’

1. To determine when the company acquiregrandfather privileges with the Reserve Bank’
its subsidiary bank. management, if necessary.

2. To determine when the company com- 6. If divestment is required, encourage its
menced its nonbanking activities and whetheexecution as soon as possible during the dives
these activities were conducted continuouslynent period. Request a divestment plan whic
thereafter. specifies the manner by which divestment will

3. To determine if the banking assets of @e accomplished, the specific steps necessary
bank controlled by a holding company witheffect the divestment, and the time schedule fo
indefinite grandfather privileges have reachethking such steps. Advise management that fail
$60 million. ure to divest within the prescribed time period

4. To determine if a change of ownershipwill be viewed as a violation of the Act.
or control of the company has taken place,
and whether the transferee qualifies as a
“successor.”

BHC Supervision Manual December 1992
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2030.0.9 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Law$ Regulationg Interpretations? Orders
Divestment of activities S-2346
which are temporarily February 15,
grandfathered 1977

Escrow agreements used
in divestiture

Companies with
temporarily grandfathered
activities encouraged to
submit plans by June 30,
1978

Divestment policies

Denial of grandfather
rights for activities which
were shifted from
subsidiary bank to
nonbank subsidiary

Denied continued
ownership of a savings
and loan association,
despite permanent
grandfather rights

Discussion of indefinite
grandfather rights
acquired through the
indirect power to exercise
a controlling influence

Denial of grandfather
rights on additional stock
acquired after June 30,
1968, for lack of a
controlling influence over
the subsidiary as of June
30, 1968

Successor rights

4(a)(2)

BHC Supervision Manual
Page 4

December 1992

1976 FRB 151

1977 FRB 962

1977 FRB 263

Whitney
Holding
Corporation,
New Orleans,
Louisiana;
April 27,1973

D.H. Baldwin
Company,
Cincinnati,
Ohio;
February 22,
1977

Patagonia
Corporation,
Tucson,
Arizona;
February 24,
1977

Patagonia
Corporation,
Tucson,
Arizona;
July 6, 1973

Republic of
Texas
Corporation,
Dallas, Texas;
October 25,
1973
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Subject Laws$ Regulationg Interpretations’ Orders
Interprets “Company American
covered in 1970” and Security
“Successor” Corporation,
Washington,
D.C.; July 21,
1976
Review of grandfather Colorado
rights as a result of Funding
subsidiary bank reaching Company,
$60 million in total assets Denver,
Colorado;
September 9,
1977
Review of grandfather General
rights as a result of Education
subsidiary bank reaching Fund, Inc.,
$60 million in total Burlington,
assets—charitable trust Vermont;
involved September
13, 1977
Companies going out of Senate Report
business are not going 90-1084,
concerns page 5524
Failing companies are not 1974 FRB 725
going concerns
Ownership of less than 25 1973 FRB 539
percent of a nonbanking
company represents an
investment rather than a
subsidiary
Divestitures 225.138 and
225.140
Extension of divestiture Monetary
deadline for real estate Control
interests Act of
1980
Section
701(b)

Delegation of authority to
Reserve Banks re:
Indefinite Grandfathered
activities

265.2(f)(42)

1981 FRB 856
and 860

BHC Supervision Manual

December 1992
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Subject Law$ Regulationg Interpretations® Orders
Activities and securities 225.22(e)
of new bank holding
companies
Denial of a BHC 1984 FRB 667
acquisition—"successor”
Acquisition of assets 225.132
1. 12 U.S.C., unless specifically stated otherwise. 3. Federal Reserve Regulatory Service reference.

2. 12 C.F.R., unless specifically stated otherwise.

2030.0.10 APPENDIX 1—EXPANSION OF GRANDFATHERED ACTIVITIES

Permissible Type of Expansion Without Approval Requires Approval

FOR COMPANIES WITH AN INDEFINITELY
GRANDFATHERED NONBANK ACTIVITY

1. Opening of additional offices of existing
subsidiary X

2. Acquisition of assets in the “ordinary
course of business” as defined X

3. Acquisition of a going concern:

a. Additional shares of the grandfathered
nonbanking subsidiary X

b. Additional shares of a nonbanking
company which is regarded as an
investment (generally companies in
which the holding company has an
interest of between 5 and 25 percent) X

c. Initial acquisition of shares of any
other company engaging in the
activity X

BHC Supervision Manual December 1992
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Commitments to the Federal Reserve
Section 2040.0

Commitments to the Board arise most ofterthe use of cease-and-desist powers to preve
through the application process. Many commitevasion of the purposes of the Act. Pursuant t
ments are included within the text of accompathe Board’s request, each Reserve Bank repor
nying Board orders or letters transmitted to thesemi-annually on the status of all outstanding
applicants. Commitments can also arise througtommitments made by holding companies in its
the supervisory process. Commitments shoulBistrict.

be specific and furnished in written form.

The most common type involves a commit-
ment to inject capital (either equity or debt2040.0.1 INSPECTION OBJECTIVES
capital) into the company or subsidiary to be
acquired or possibly into other subsidiaries of 1. To determine that the bank holding com-
the bank holding company. The required injecpany is taking the necessary steps to fulfill an)
tions may be for a specific dollar amount or foroutstanding commitments as scheduled.
an unspecified amount necessary to achieve a2. To determine whether additional commit-
predetermined capital relationship. Determiningnents or conditions should be imposed tc
compliance with such commitments is generallyachieve complete compliance.
not difficult since an agreed upon quantifiable 3. To determine whether a request for ar
result must be achieved. extension of time to fulfill any outstanding com-

Types of commitments made to the Board imitment is warranted.
the past include: divestiture of nonpermissible
stock holdings or activities; introduction of new
services; and reduction or elimination of divi-2040.0.2 INSPECTION PROCEDURES
dends or management fees from subsidiaries.

Several of the above forms of commitments 1. Review semi-annual commitment reports
are rather difficult to monitor due to their inex-to the Board for commitments fulfilled since the
act nature. The examiner should determine ifast inspection. Determine whether such com
such cases whether good faith compliance efnitments were completed as required.
forts have been made. Where an order approv- 2. Review with management any actions
ing an application imposes specific conditionstaken to comply with outstanding commitments
however, compliance is of the utmost impor-or plans to effect fulfillment.
tance since a conditional order is based on the 3. If warranted, initiate action to consider
theory that such conditions were necessary tan extension for compliance on outstanding
eliminate or outweigh adverse factors. Willfulcommitments.
noncompliance in these cases might necessitate

BHC Supervision Manual December 1992
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Extensions of Credit to BHC Officials

Section 2050.0
2050.0.1 BHC OFFICIAL AND 4. use of BHC or nonbank subsidiary property
RELATED INTEREST or personnel by a BHC official or related
TRANSACTIONS BETWEEN THE interest.
PARENT COMPANY OR ITS
NONBANK SUBSIDIARIES As with loans and other extensions of credif

to BHC officials on preferential terms, abusive
Business transactions between a parent bawk self-serving insider transactions involving
holding company or its nonbank subsidiary anather property or services deprive the BHC ol
a BHC official or a BHC official’s related inter- nonbank subsidiary of higher returns or gain:s
ests require close supervisory review. “Bankthat may have been achieved had the sarn
holding company official” is defined as anytransaction been at a fair market price. A fair
director, executive officer, or principal share-market price would be that price charged ol
holder of the parent company or any of itsreceived from an unaffiliated party.
subsidiaries, excluding the subsidiary bank’s A fair market price is often difficult to deter-
nonbank subsidiaries. mine because the assets or services involve

Most of these transactions are soundly struanay be unique to a given situation and individu-
tured and have a legitimate business purposas. In general, the fair market price of even
that result in equitable treatment for all partiesunique assets or services can be approximate
However, examiners should pay close attentiohy the cost of the assets or services to the par
to all extensions of credit by a BHC or itsselling or furnishing them, if appropriate. The
nonbank subsidiary to a BHC official or relatedvalue of services or properties provided by &
interest to ensure that the terms of the crediBHC or nonbank subsidiary should be estab
particularly interest-rate and collateral termslished and justified either by policy or on a
are not preferential, and that the credit does natase-by-case basis, and appropriate documen
involve more than a normal risk of repayment. tion should be available to the examiner.

An extension of credit by a BHC or nonbank Services provided by a BHC official or a
subsidiary may be considered abusive or selfelated interest to a BHC or nonbank subsidiary
serving if its terms are unfavorable to the lendewvhile not unusual, may be most difficult to
or if the credit would not have been extended owalue. In part because of the problem of valua
the same terms absent the official relationshigjon, this type of transaction is among the mos
that is, it would be improbable that each party tesusceptible to abuse. The cost of providing sel
the credit would have entered into the credivices is frequently derived by placing value on
transaction under the same terms if the relatiorthe time of the individuals providing the ser-
ship did not exist. When a transaction appeargices. When services are provided by a BHC
questionable, a complete inquiry into the fact®fficial who normally places a very high billing
and circumstances should be undertaken so thedlue on time provided, the benefits to the BHC
a legal determination can be obtained. must be assessed in order to form a basis ft

determining a fair price. The BHC official may
be a highly regarded professional whose timt

2050.0.2 TRANSACTIONS and services have great value to the organiz:
INVOLVING OTHER PROPERTY tion. However, when the BHC requires routine
OR SERVICES clerical services, officials should not charge the

BHC a professional-level rate for such services
Other transactions involving BHC officials, theirUnder these or similar circumstances, the BHC
related interests, and the BHC and nonbanwould be considered imprudent in paying sucl
subsidiary that should be reviewed by the exanrates and could be subject to critical comment.
iner include the—

1. purchase of assets or services from the BH2050.0.3 REGULATION O
or nonbank subsidiary, particularly if at a
discount or on preferential terms; For ease of reference, certain Regulation O def
2. sale of assets or services to the BHQitions and limitations, as revised by the Fed:
or nonbank subsidiary, particularly if at aeral Deposit Insurance Corporation Improve:
premium;
3. lease of property to or from the BHC orBHC Supervision Manual June 1999
nonbank subsidiary; and Page 1




Extensions of Credit to BHC Officials 2050.0

ment Act of 1991 (FDICIA), are presented here2050.0.3.1 FDICIA and BHC Inspection
some in abbreviated form. A thorough review ofGuidance for Regulation O

the entire regulation (found at FRRS 3-960),

and the Board's press releases pertaining t@n April 22, 1992, the Board adopted amend-
Regulation O, is necessary for a completénents to Regulation O, effective May 18, 1992,
understanding of the regulation. (Note that sed® implement the changes required by section
tion 108 of the Financial Institutions Regulatory306 of FDICIA. Section 306 amended section
Act of 1978 amended section 18(j) of the Fed22(h) of the Federal Reserve Act and replaced
eral Deposit Insurance Act to make sectiofh€ language of section 22(h) with the provi-

22(h) of the Federal Reserve Act applicable t§ions of the Board’s Regulation O. Section 306
nonmember insured banks.) also made several substantive modifications to

Purpose of Regulation GRegulation O gov- section 22(h) that required revisions to Regula-

tensi f credit b ber b Eon O. These changes are outlined in the
€rns any extension ot crecit by a member bang s press release anBederal Register

and its subsidiaries (based on amendments CORgtice of May 28, 1992 (57 FR 22417)
tained in FDICIA, Regulation O also applies to' 1o following are some of the more signifi-

nonmemb.er ins.ured erository institutions) tQant changes that were made effective May 18,
an executive officer, director, or principal share- ggo1
holder of (1) the member bank, (2) a bank 1 aggregate lending limit (section 215.4(d)).
holding company of which the member bank istpe aggregate limit on the total amount that a
a subsidiary, and (3) any other subsidiary of thsank can lend to its insiders and their related
bank holding company. It also applies to anynterests as a class was changed. In general, this
extension of credit by a member bank to (1) amount is equal to the bank’s unimpaired capi-
company controlled by such a person and (2) @&l and unimpaired surplus. The Board also
political or campaign committee that benefits otecided as a one-year interim measure to permit
is controlled by such a person. banks with deposits under $100 million to adopt
Supervision of BHCs and their nonbank suba higher limit, not to exceed 200 percent of the
sidiaries. Regulation O deals exclusively with bank’s unimpaired capital and unimpaired sur-
extensions of credit by banks and their subsidiplus. (This interim period was extended twice
aries, not extensions of credit by BHCs and theipy the Board, extending the higher limit through
nonbank subsidiaries. However, because theebruary 18, 1994, when the higher limit
regulations curtail or eliminate abusive transacbeécame permanent.) _
tions‘ they can be used as a guide or model |n 2. Lendlng !|m|ts for directors and. related
providing standards for the supervisory reviewnterests (section 215.4(c)l.oans to directors
of extensions of credit by BHCs and nonbankand their related interests) are subject to the
subsidiaries. Although a direct extension of@me lending limit that is applicable to execu-
credit by a BHC could not be determined to be 4ve officers and principal shareholders (and
violation of Regulation O, if the credit fails to th€ir related interests). There had previously
meet the requirements that Regulation O esta2€€n no limit on the amount that directors and
lishes for banks, it may be possible to concludéhe'r related interests could_borrow from banks.
that the BHC is engaging in either an unsafe ?( 3. Credit standards (section 215.4(a))(hen

unsound practice that exposes the entire banki n(;jérr]\?wtignan I?c?::%iﬁrg?’:ﬁa?;?; fgsuivt\;iﬁridﬁi as
organization to undue risk and exposure to los 9p g

Regulation O limits credit extensions by a bam}hose applicable to comparable transactions by

to officials of that bank and their related inter- hi baDrél;imLﬁgﬁegoq%ﬁﬁisis; thsiggenhkdlder"
ests; therefore, examiners should be especially . .. o g
alert to credit extensions from BHCs and non-t)‘é'eCtlon 215.2(m)(1)YThe definition of "princi

bank subsidiaries. If credit extensions appear {] cated in small communities. The previously

circumvent the intent of Regulation O, they_., . PR, ;
' existing 10 percent limitation was made applica-
should be identified and discussed with manage- g:op PP

ment, and noted in the inspection report for
follow-up review and possible formal corrective

al shareholder” was tightened for banks

action by regulatory authorities. 1. The Regulation O cites are to the February 18, 1994,
amendment.
. 2. Effective with the amendment of February 18, 1994,
BHC Supervision Manual June 1999 the term “insider” refers to any insider of the bank or insider

Page 2 of its affiliates.
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ble to all banks, regardless of the size of the 1. Aggregate lending limit—exception for
communities in which they were locatéd. small, adequately capitalized banks (sectior

5. Definition of “member bank” (section 215.4(d)).This revision of Regulation O made
215.2(j)). The term “member bank” was rede- permanent an interim rule increasing the aggre
fined to include any subsidiary of the membegate lending limit for small, adequately capital-
bank. This revision clarified that an extension ofzed banks from 100 percent of the bank’s unim:
credit from a subsidiary of a member bank igpaired capital surplus to 200 percent, provide
subject to the same insider restrictions as athe bank satisfies three conditional criteria.
extension of credit from a member bank itself. 2. Exceptions to the general limits on lend-

6. Coverage of all companies that own banksng (section 215.4(d)(3))The Board adopted
(section 215.2(b)).All companies that own certain exceptions to the general restrictions o
banks became subject to Regulation O, regardending to insiders. The exceptions apply tc
less of whether they are technically bank holdioans fully secured by—
ing companies. a. obligations of the United States or othel

7. Prohibition on knowingly receiving unau- obligations fully guaranteed as to principal anc
thorized extensions of credit (section 215.6)interest by the United States;

Insiders are prohibited from knowingly receiv- b. commitments or guarantees of a depar!
ing (or permitting their related interests toment or agency of the United States; or
receive) any extension of credit not authorized c. a segregated deposit account with th
by section 22(h) of the Federal Reserve Act. lending bank.

8. Reporting requirement for certain credit An exception is also made for loans arising
(section 215.12)Executive officers and direc- from the discount of installment consumer pape
tors of member banks that do not have publichhy an insider with full or partial recourse
traded stock are required to report annually tendorsement or guarantee by the insider, if th
their institutions the outstanding amount ofmaker of the paper is not an insider and the
any credit secured by shares of the insidersoan was made relying primarily on the maker
institution. and this is properly documented. Such loan:

continue to be subject to the prohibitions agains

In a February 18, 1994, press release, thgreferential lending.

Federal Reserve Board announced its approval 3, Including closing costs in the refinancing
of a final rule that further amended severabf home mortgage loans (section 215.5(c)(2))
provisions of Regulation O, effective on thatSection 22(g) of the Federal Reserve Act allow:
date. Some of the provisions carried out ok bank to make a loan to its executive officer
further refined provisions of FDICIA. The without restrictions on the amount, if the loan is
amendments were designed to increase the abecured by a first lien on a dwelling that is
ity of banks to make extensions of credit thabwned and used by the executive officer as
pose minimal risk of loss, to eliminate record-residence after the loan is made. The Board’
keeping requirements that impose a paperworkmendment includes the refinancing of hom
burden, and to remove certain transactions frofhortgage loans in this category only if the pro-
the regulation’s coverage consistent with bankeeds are used to pay off the previous hom
safety and soundness. The amendments wefigortgage loan or for the other purposes listed i
expected to increase the availability of creditthis section. The regulation states that closin
particularly in communities served by smallcosts can be included as part of the exemy
banks. The following is a discussion of some oportion of a home mortgage refinancing.
the rule’s primary provisions. 4. Prior approval of home mortgage loans
(section 215.5(¢))This section was revised to

3. The Board amended the definition of “principal share—mlrrOr §ect|on 22(9) Of,the Federal .Reserve ACt_
holder of a member bank,” effective December 17, 1992, sdt Provides that a bank’s board of directors mus
that it does not include a company of which a member bank ispecifically approve in advance a home mort
a subsidiary. This amendment excludes from Regulation %‘lage loan to an executive officer. This require

Ipan_s to a company that owns, controls, or exerusgsaclontr hent is in addition to the general requirements
ling influence over a member bank, as those relationships ai

defined in section 2(d) of the Bank Holding Company Act, adOf  insiders. Section 22(g) was recently
well as the related interests of such a parent bank holdingmended to eliminate this prior-approval
Compan¥- The definitt)ilqn of “prinC(ijPal Sh?reh‘;"lqulfo’ %Uf- requirement, and the requirement in Regulatiol
poses of reporting obligations under section 215.11 and suly ; ;

part B of Regulation O was not changed as a result of the IS no Ionger in effect.

Housing and Community Development Act of 1992 becausé
those portions of Regulation O implement provisions of lawBHC Supervision Manual June 1997
in addition to section 22(h) of the Federal Reserve Act. Page 3
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5. Alternative recordkeeping proceduresa member bank is a subsidiary or any other
(section 215.8)Banks are permitted to follow subsidiary of that company.
alternative recordkeeping procedures on loans (b) “Company” means any corporation, part-
to insiders of affiliates. The amendment allows aership, trust (business or otherwise), associa-
bank to decide on its own how to gather infor-tion, joint venture, pool syndicate, sole propri-
mation on related interests, so long as its methostorship, unincorporated organization, or any
is effective. For example, a nonbank credit car@ther form of business entity. The term, how-
bank or other bank that does not make commeever, does not include (1) an insured bank (as
cial loans could decide not to keep records odefined in 12 U.S.C. 1813) or (2) a corporation
related interests. For banks that make commethe majority of the shares of which are owned
cial loans, one of two acceptable methods iy the United States or by any state.
required, unless a bank can demonstrate that(c)(l) “Control of a company or bank”
another method is equally effective: (a) the “surmeans that a person directly or indirectly, or
vey” method or (b) the “borrower inquiry” acting through or in concert with one or more
method. Every bank, regardless of the recorthersons (i) owns, controls, or has the power to
keeping method it selects, must conduct ajote 25 percent or more of any class of voting
annual survey to identifyts own insiders but  securities of the company or bank; (ii) controls
not those of its holding company affiliates.in any manner the election of a majority of the
Every bank is expected to check this short listiirectors of the company or bank; or (iii) has the
before extending credit, even if it is using thepower to exercise a controlling influence over
borrower-inquiry method of recordkeeping forthe management or policies of the company or
affiliates in lieu of the survey method. bank. (Note: If a company does not have voting

6. Tangible-economic-benefit rule (sectionsecurities (i.e., a partnership), review the degree
215.3(f)). This rule was similar to a provision of interest in the company to determine control.)
in section 23A of the Federal Reserve Act  (2) A person is presumed to have control,
and was adopted at a time when the Board wdacluding the power to exercise a controlling
required by section 22(h) of the Federal Reserviafluence over the management or policies, of a
Act to use the definition of “extension of credit” company or bank if (i) the person is an execu-
found in section 23A. However, the definition oftive officer or director of the company or bank
extension of credit in section 22(h) is no longefand directly or indirectly owns, controls, or has
tied to section 23A. The Board has thereforghe power to vote more than 10 percent of any
revised the tangible-economic-benefit rule telass of voting securities of the company or
clarify that it does not reach certain transactiongank; or (ii) the person directly or indirectly
that may benefit an insider. The Board explicitlyowns, controls, or has the power to vote more
provided that the rule does not apply to arthan 10 percent of any class of voting securi-
arm’s-length extension of credit by a bank to aies of the company or bank, and no other
third party where the proceeds of the credit argerson owns, controls, or has the power to vote
used to finance the bona fide acquisition o& greater percentage of that class of voting
property, goods, or services from an insider ogecurities.
an insider’s related interest. (3) Anindividual is not considered to have
control, including the power to exercise a con-
trolling influence over the management or poli-
cies, of a company or bank solely by virtue of
the individual’s position as an officer or director
of the company or bank.
. . I d) “Director” of a member bank or com-
NOTE: Regulation O definitions, pI’Oth.ItIOI’]S,pa(nJ means any director of a member bank
and exceptions and exemptions are partlcularlﬁr company, whether or not receiving

2050.0.3.2 Definitions in Regulation O
(abbreviated listing)

detailed and comp_lex. Therefore, inspection stal ompensatioR2 An advisory director is not con-
should consult with Reserve Bank or Boar

supervisory or legal staff before discussing with

management or presenting in an inspection 3a. Extensions of credit to a director of an affiliate of a

report any BHC inspection findings that relypank are not subject to the general prohibitions (section
upon Regulatlon 0. 215.4), the prohibitions on knowingly receiving unauthorized
Nn ” ; extensions of credit (section 215.6), and the alternative record-
(a) "Affiliate” means any company of which keeping procedures (section 215.8) ff—
. (1) the director of the affiliate is excluded, by resolution of
BHC Supervision Manual June 1997 the board of directors or by the bylaws of the bank, from
Page 4 participation in major policymaking functions of the bank,
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sidered a director if the advisory director (1) isand the executive officer does not actually par
not elected by the shareholders of the bank dicipate in those functions;
company, (2) is not authorized to vote on mat- (ii) the affiliate does not control the
ters before the board of directors, and (3) probank; and
vides solely general policy advice to the board (iif) as determined annually, the assets
of directors. of the affiliate do not constitute more than
(e)(1) “Executive officer” of a company or 10 percent of the consolidated assets of th
bank means a person who participates or haompany that controls the bank and is not con
authority to participate (other than in the capactrolled by any other company, and the execu
ity of a director) in major policymaking func- tive officer of the affiliate is not otherwise
tions of the company or bank, whether or nosubject to sections 215.4, 215.6, and 215.8 c
the officer has an official title; the title desig- Regulation O.
nates the officer an assistant; or the officer is If the executive officer of the affiliate is
serving without salary or other compensation.excluded, by resolution of the board of directors
The chairman of the board, the president, evergr by the bylaws of the bank, from participation
vice president, the cashier, the secretary, and tte major policymaking functions of the bank, a
treasurer of a company or bank are consideregsolution of the board of directors or a corpo-
executive officers, unless the officer is excludedate bylaw may (i) include the executive officer
by resolution of the board of directors or by the(by name or by title) in a list of persons
bylaws of the bank or company, from participa-excluded from participation in such functions;
tion (other than in the capacity of a director) inor (ii) not include the executive officer in a list
major policymaking functions of the bank orof persons authorized (by name or by title) tc
company, and the officer does not actually parparticipate in such functions.
ticipate therein. () “Immediate family” means the spouse of
(2) Extensions of credit to an executivean individual, the individual’s minor children,
officer of an affiliate of a member bank (otherand any of the individual’s children (including
than a company that controls the bank) are nadults) residing in the individual's home.
subject to sections 215.4, 215.6, and 215.8 of (g) “Insider” means an executive officer,
Regulation O if— director, principal shareholder, and any relate
(i) the executive officer of the affiliate is interest of such person.
excluded, by resolution of the board of directors (h) The “lending limit” for a member bank
or by the bylaws of the bank, from participationis an amount equal to the limit on loans to a
in major policymaking functions of the bank, single borrower established by section 5200 o
the Revised Statutés,12 U.S.C. 84. This
amount is 15 percent of the bank’s unimpairec
capital and unimpaired surplus in the case o

and the director does not actually participate in thos .
functions: v partielp foans that are not fully secured, and an addi
(2) the affiliate does not control the bank; and tional 10 percent of the bank’s unimpaired capi

(3) as determined annually, the assets of the affiliate do ngal and unimpaired surplus in the case of loan

constitute more than 10 percent of the consolidated assets i
the company that controls the bank and is not controlled bﬁflat are fu”y secured by read”y marketable

any other company, and the director of the affiliate is no(%ollate_ral having a ma;rket value, as_ determ'_ne'
otherwise subject to sections 215.4, 215.6, and 215.8 ddy reliable and continuously available price
Regulation O. quotations, at least equal to the amount of th

If the director of the affiliate is excluded, by resolution of P i H i
the board of directors or by the bylaws of the bank, fromloan' The lﬁndmg limit qlsodlntgzludes .anyShzlgger
participation in major policymaking functions of the bank, aamounts that are permitte y section C

resolution of the board of directors or a corporate bylaw majhe Revised Statutes for the types of obligation
(1) include the director (by name or by title) in a list of |isted therein as exceptions to the limit.

persons excluded from participation in such functions or ) ; i ;
(2) not include the director in a list of persons authorized (by A member bank summpalred capnaland

name or by title) to participate in such functions. unlmpalred surplu.sequals .the. @) member
4. The term “executive officer” is not intended to include bank’s tier 1 and tier 2 capital included in the
persons who may have official titles and may exercise a

certain measure of discretion in the performance of their 5. Where state law establishes a lending limit for a state

duties, including discretion in the making of loans, but Whomember bank that is lower than the amount permitted ir

do not participate in deter_mining maiorlpolicies Of. the bank o, ection 5200 of the Revised Statutes, the lending limit estak
?ompany and Whose decisions are limited by policy standar Bhed by the applicable state laws shall be the lending limi
ixed by the senior management of the bank or company. qu ' the state member bank

example, the term does not include a manager or assistalit '
manager of a branch of a bank unless that individual partici- .
pates, or is authorized to participate, in major policymakingBHC Supervision Manual June 1997

functions of the bank or company. Page 5
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bank’s risk-based capital, under the capitaP050.0.3.2.1 Extension of Credit

guidelines of the appropriate federal banking

agency, and (2) balance of the member bank'Bor the purposes of Regulation O, an “exten-
allowance for loan and lease losses that was neton of credit” is a making or renewal of any
included in the bank’s tier 2 capital. This com-loan, a granting of a line of credit, or an extend-
putation is based on the bank’s risk-based caping of credit in any manner whatsoever, and
tal under the capital guidelines of the appropriincludes—

ate federal banking agency, based on the bank's (1) a purchase under repurchase agree-
most recent consolidated report of conditiorment of securities, other assets, or obligations;
filed under 12 U.S.C. 1817(a)(3). (2) an advance by means of an overdratft,

(i) “Member bank” means any banking insti- cash item, or otherwise; _
tution that is a member of the Federal Reserve  (3) issuance of a standby letter of credit
System, including any subsidiary of a membefor other similar arrangement regardless of name
bank. The term does not include any foreigrPr description) or an ineligible acceptance;
bank that maintains a branch in the United  (4) an acquisition by discount, purchase,
States, whether or not the branch is insure@xchange, or otherwise of any note, draft, bill of
(within the meaning of 12 U.S.C. 1813(s)) andexchange, or other evidence of indebtedness
regardless of the operation of 12 U.S.C. 1813(Hypon which an insider may be liable as maker,

and 12 U.S.C. 1828(j)(3)(B). drawer, endorser, guarantor, or surety;
() “Person” means an individual or a (5) an increase of an existing indebted-
company ness, but not if the additional funds are

K) “Princial shareholders indi advanced by the bank for its own protection for
(k) “Principal shareholder® means an indi- (" accryed interest or (i) taxes, insurance, or
vidual or a company (other than an insure

. o . ther expenses incidental to the existin
bank) that directly or indirectly, or acting indebtedn%ss 9

through or in concert with one or more persons, (6) an advance of unearned salary or other

owns, controls, or has the power to vote mMOrgnaarned compensation for a period in excess of
than 10 percent of any class of voting securitiegy days: and

of a member bank or company. Shares owned Or" ~ 7y "3y other similar transaction as a result

controlled by a member of an individual's : ;

) X | . of which a person becomes obligated to pa
|mmgd|§t§ family are cqn3|dered to be held b3f‘noney (or itF?s equivalent) to a bgnk, Whetﬁey
the individual. A principal shareholder of ay,o gpjigation arises directly or indirectly, or

member bank includes (1.) a principal Sharebecause of an endorsement on an obligation or
holder of a company of which the member ban therwise, or by any means whatsoever

is a subsidiary and (2) a principal shareholder o An extension of creditioes noinclude—
any other subsidiary of that company, exclusive (1) an advance against accrued salary or

of nor:bank sup3|d|ar|e”s of member banks. other accrued compensation, or an advance for
() “Related interest” means (1) a companythe payment of authorized travel or other

that is controlled by a person or (2) a political ofexpenses incurred or to be incurred on behalf
campaign committee that is controlled by a perpf the bank:

son or the funds or services of which willbene- (2) a receipt by a bank of a check depos-

fit a person. ited in or delivered to the bank in the usual
(m) “Subsidiary” has the meaning given in course of business unless it results in the carry-
section 2(d) of the BHC Act, but does noting of a cash item for or the granting of an
include a subsidiary of a member bank. overdraft (other than an inadvertent overdraft in
a limited amount that is promptly repaid under
terms that are not more favorable than those
6. On October 28, 1992, in section 955 of the Housing an®dffered to the general public).
Community Development Act of 1992, Congress amended (3) an acquisition of a note, draft, bill of

section 22(h) of the Federal Reserve Act to exclude from th%xchange or other evidence of indebtedness
definition of “principal shareholder” a company of which a !

member bank is a subsidiary. Regulation O was amende&hrOUgh_ (') a merger 0!‘ ConSOIidatjon of banks
effective December 17, 1992, to implement this change. As 8 @ Similar transaction by which a bank
result of the amendment, extensions of credit by a bank to itacquires assets and assumes liabilities of another

holding company and to any related interests of its subsidia o ot -
are governed solely by sections 23A and 23B of the Federrzg?ank or similar organization, or (") foreclosure

Reserve Act. on collateral or similar proceeding for the pro-
tection of the bank, provided that such indebted-
BHC Supervision Manual June 1997 ness is not held for a period of more than three

Page 6 years from the date of the acquisition, subject to
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extension by the appropriate federal banking (2) the proceeds of the extension of credi
agency for good cause; are used in a bona fide transaction to acquir

(4)(i) an endorsement or guarantee for th@roperty, goods, or services from the insider.
protection of a bank of any loan or other asset
previously acquired by the bank in good faith or
(i) any indebtedness to a bank for the purpos€050.0.3.3 General Prohibitions and
of protecting the bank against loss or of givingLimitations of Regulation O
financial assistance to it;

(5) indebtedness of $15,000 or less arising (&) Terms and creditworthinesélo member
by reason of any general arrangement by whichank may extend credit to any insider of the
a bank (i) acquires charge or time creditank or insider of its affiliates unless the exten
accounts or (i) makes payments to or on behafion of credit (1) is made on substantially the
of participants in a bank credit card plan, checléame terms (including interest rates and colla
credit plan, or similar open-end credit plan.eral) as, and following credit-underwriting pro-
provided— cedures that are not less stringent than, thos

(A) the indebtedness does not involvePrevailing at the time for comparable transac

prior individual clearance or approval by thetions by the bank with other persons that are nc
bank other than for the purposes of determinin

overed by Regulation O and who are no
authority to participate in the arrangement angMployed by the bank; and (2) does not involve
compliance with any dollar limit under the

more than the normal risk of repayment or

arrangement, and present other unfavorable features.

(B) the indebtedness is incurred unde Nothing stated above (as to "terms and cred

terms that are not more favorable than thosftwor_thlness")_should prohibit any extension of

offered to the general public; Eredit madfe in accordance with a benefit o
) ’ _ . compensation program that—

(6) indebtedness of $5,000 or less arising 1. js widely available to employees of the
by reason of an interest-bearing overdraft credifyember bank, and in the case of extensions «
plan (see Regulation O, section 215.4(e)); o  credit to an insider of its affiliates, is widely

(7) adiscount of promissory notes, bills ofavailable to employees of the affiliates at whicl
exchange, conditional sales contracts, or similahat person is an insider; and
paper, without recourse. 2. does not give preference to any inside

Non-interest-bearing deposits to the credit off the member bank over other employees of th
a bank are not considered loans, advances, Biember bank and, in the case of extensions ¢
extensions of credit to the bank of deposit. Alsogredit to an insider of its affiliates, does not give
the giving of immediate credit to a bank uponpreference to any insider of its affiliates over
collected items received in the ordinary cours@ther employees of the affiliates of which that
of business is not considered to be a loarerson is an insider.
advance, or extension of credit to the depositing (b) Prior approval A member bank may not
bank. extend credit (including granting a line of credit)

An extension of credit by a member bank (fort®_any insider of the bank or insider of its
the purposes of section 215.4 of Regulation Offiliates in an amount that, when aggregate:
is considered to have been made at the time tHth the amount of all other extensions of credit
bank enters into a binding commitment to makd0 that person and to qll related interests of the
the extension of credit. A participation without PETSOn, exceeds the higher of $25,000 or 5 pe
recourse is considered to be an extension &ENt Of the member bank’'s unimpaired capita

credit by the participating bank, not by the origi-&"d Unimpaired surplus, but in no event can i
nating bank. exceed $500,000. This provision applies unles

Tanaibl nomic-benefit rulle eneral. an (1) the extension of credit or line of credit has
ext:nsgione-oefcgreodit ?; ﬁoﬁsidgredg%aedz’t?) abeen approved in advance by a majority of th
insider to the extent that the proceeds are tran%intire board of directors of that bank and (2) the
ferred to the insider or are used for the tangibl terested party has abstained from participatin

economic benefit of the insider. An extension o irectly or indirectly in the voting.

credit is not considered made to an insider if— The board of directors’ approval is not
required for an extension of credit that is made

(1) the credit is extended on terms thalyrsyant to a line of credit that was approved by
would satisfy the standard set forth in section

215.4(a) of Regulation O for extensions of credigHc Supervision Manual June 1997
to insiders; and Page 7
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the board of directors within 14 months of thefails to meet the above-listed requirements, the
date of the extension of credit. Participation irmember bank cannot extend any additional
the discussion, or any attempt to influence theredit (including a renewal of any existing
voting, by the board of directors regarding arextension of credit) to any insider of the bank or
extension of credit constitutes indirect participaits affiliates unless the extension or renewal is
tion in the voting by the board of directors on anconsistent with the general limit.

extension of credit. (3) Exceptions to the general limiEffec-

(c) Individual lending limit A member bank tive May 3, 1993, the general limit, described in
may not extend credit to any insider of the banknanual section 2050.0.3.3 (paragraph d) and
or insider of its affiliates in an amount that,specified in section 215.4(d)(1) of the Board'’s
when aggregated with the amount of all otheRegulation O does not apply to—
extensions of credit by the member bank to that (i) extensions of credit secured by a per-
person and to all related interests of that persoffiected security interest in bonds, notes, certifi-
exceeds the lending limit described above ircates of indebtedness, or Treasury bills of the
section 2050.0.3.2 (paragraph h). This prohibiUnited States or in other such obligations fully
tion does not apply to an extension of credit by guaranteed as to principal and interest by the
member bank to a company of which the memUnited States;

ber bank is a subsidiary or to any other subsidi- (i) extensions of credit to or secured by
ary of that company. unconditional takeout commitments or guaran-
(d) Aggregate lending limit. tees of any department, agency, bureau, board,

(1) General limit A member bank may commission, or establishment of the United
not extend credit to any insider of the bank o/States or any corporation wholly owned directly
insider of its affiliates unless the extension ofr indirectly by the United States;
credit is in an amount that, when aggregated (iii) extensions of credit secured by a
with all outstanding extensions of credit to allperfected security interest in a segregated
such insiders, would exceed the bank’s unimdeposit account in the lending bank; or
paired capital and unimpaired surplus as defined (iv) extensions of credit arising from the
in section 215.2(i) of Regulation O (see sectiorfliscount of negotiable installment consumer
2050.0.3.2, paragraph h). paper that is acquired from an insider and

(2) A member bank with deposits of lesscarries a full or partial recourse endorsement or
than $100,000,000 may by an annual resolutiogiuarantee by the insidéprovided that—
of its board of directors increase the general (A) the financial condition of each
limit (specified above) to a level that does nofmaker of such consumer paper is reasonably
exceed two times the bank’s unimpaired capitsflocumented in the bank’s files or known to its
and unimpaired surplus if the board of director®fficers;
determines that such higher limit is consistent (B) an officer of the bank designated
with prudent, safe, and sound banking practicef®r that purpose by the board of directors of the
in light of the bank’s experience in lending to itsbank certifies in writing that the bank is relying
insiders and is necessary to attract or retaiffimarily upon the responsibility of each maker
directors or to prevent the restriction of thefor the payment of the obligation and not upon

availability of credit in small communities. any endorsement or guarantee by the insider;
The board of directors’ resolution mustand . .
set forth the facts and reasoning on which it (C) the maker of the instrument is not

bases its finding, including the amount of thean insider.

bank’s lending to its insiders as a percentage of (€) Overdrafts. A member bank may not pay

the bank’s unimpaired capital and unimpairedtn overdraft of an executive officer or director

surplus as of the date of the resolution. In addiof the bank on an account at the bank, unless

tion, the bank must meet or exceed, on a fulljhe payment of funds is made in accordance

phased-in basis, all applicable capital require-——

ments established by the appropriate federal7. The exceptions to the aggregate lending limit pertaining

banking agency. The bank would also have hal extensions of credit secured in the manner described above

t - t: fact it . ... (i through iii) apply only to the amounts of such extensions of

o receive a satisfactory composite rating in itgegit that are secured in such manner.

most recent bank examination report. 8. This prohibition does not apply to the payment by a
If a member bank has adopted a resolumember bank of an overdraft of a principal shareholder of the

. . : . ember bank, unless the principal shareholder is also an
tion authorlzmg a hlgher limit and subsequeml){;&ecutive officer or director. This prohibition also does not

. apply to the payment by a member bank of an overdraft of a
BHC Supervision Manual June 1997 related interest of an executive officer, director, or principal
Page 8 shareholder of the member bank.
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with (1) a written, preauthorized, interest-

(3) in any amount, if the extension of credit

bearing extension of credit plan that specifies & secured in a manner described in the firs
method of repayment; or (2) a written, preauthothree exceptions to the general limit of the
rized transfer of funds from another account ofiggregate lending limit (see section 2050.0.3.3
the account holder at the bank. paragraph d, subparagraphs i to iii); and

The prohibition above does not apply to (4) for any other purpose (not specified in
payment of inadvertent overdrafts on an accournitems 1 through 3 above), if the aggregate

in an aggregate amount of $1,000 or less, pro-
vided (1) the account is not overdrawn for more
than five business days; and (2) the member
bank charges the executive officer or director
the same fee charged any other customer of the
bank in similar circumstancés.

2050.0.3.4 Additional Restrictions
on Loans to Executive Officers
of Member Banks

The following restrictions on extensions of
credit by a member bank to any of its executive
officers are in addition to any restrictions on
extensions of credit by a member bank to insid-
ers of itself or its affiliates. The restrictions
listed below apply only to the executive officers
of the member bank and not to the executive
officers of its affiliates.

A member bank may not extend credit to any
of its executive officers, and no executive officer
of a member bank can borrow from or otherwise
become indebted to the bank, except in the
amounts, for the purposes, and upon the condi-
tions specified in items 3 and 4 below.

A member bank is authorized to extend credit
to any executive officer of the bank—

(1) in any amount to finance the education of
the executive officer’s children;

(2) in any amount to finance or refinance
the purchase, construction, maintenance, or
improvement of a residence of the executive
officer, provided—

(i) the extension of credit is secured by a
first lien on the residence and the residence is
owned (or expected to be owned after the exten-
sion of credit) by the executive officer; and

(i) in the case of refinancing, that only the
amount used to repay the original extension of
credit, together with the closing costs of the
refinancing, and any additional amount thereof
used for any of the purposes enumerated in
item 2 above, are included within this category
of credit;

8a. The requirement that the member bank charge the
executive officer or director the same fee charged any other
customer of the bank in similar circumstances does not pro-

hibit the member bank from charging a fee provided for in &

benefit or compensation program that satisfies the requird’dHC Supervision Manual

ments detailed in section 2050.0.3.3, item (a).
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amount of loans to that executive officer doesenew outstanding extensions of credit in
not exceed, at any one time, the higher oémounts that, when aggregated with all othe
2.5 percent of the bank’s unimpaired capital andutstanding loans to insiders, would excee
unimpaired surplus or $25,000, but in no evengither of the new limits.

more than $100,000. (b) Extensions of credit outstanding on

Any extension of credit by a member bank toMarch 10, 1979.Any extension of credit that
any of its executive officers must be— was outstanding on March 10, 1979, and thg

(1) promptly reported to the member bank’swould have, if made on or after March 10, 1979
board of directors; violated the individual lending limit, had to be

(2) in compliance with the general prohibi-reduced in amount by March 10, 1980, to be ir
tions of section 215.4 of Regulation O (manuatompliance with the aggregate lending limit of
section 2050.0.3.3); Regulation O. Any renewal or extension of suct

(3) preceded by the submission of a currend credit extension on or after March 10, 1979
detailed financial statement of the executivenust have been made only on terms that woul
officer; and have brought it into compliance with the aggre-

(4) made subject to the condition in writing gate lending limit by March 10, 1980. However,
that the extension of credit will, at the option ofany extension of credit made before March 10
the member bank, become due and payable 4979, that bears a specific maturity date o
any time that the officer is indebted to any otheMarch 10, 1980, or later, had to be repaid in
bank or banks in an aggregate amount greateccordance with the repayment schedule il
than the amount specified for a category oéxistence on or before March 10, 1979.
credit that may be made available by a member
bank to any of its executive officers. . .

No men¥ber bank may extend credit in ar2050.0.3.6 Reports by Executive Officers
aggregate amount greater than the amount petr- . )
mitted for general-purpose loans to an executi\(/aéaCh executive officer of a member bank th.
officer (section 215.5(c)(4) of Regulation O) to ecomes indebted to any other bank or banks |
a partnership in which one or more of the bank'§" aggregate amount greater th?” _the amou
executive officers are partners and, either indSPecified for a category of credit in section
vidually or together, hold a majority interest.212-5(C) of Regulation O (manual section
The total amount of credit extended by a mem#20°0.0.3.4) must make a written report to the
ber bank to such partnership is considered tonl%’ard of directors of the officer's bank within
extended to each executive officer of the memt0 days of the date the indebtedness reach

ber bank who is a member of the partnership. such a level. The report must state the lender’
Prohibition on knowingly receiving unautho- "@Me, the date and amount of each extension

rized extensions of creditnsiders are prohib- Credit, any security for it, and the purposes fol
ited from knowingly receiving (or permitting which the proceeds have been or are to be use

their related interests to receive) any extensions R€POrt on credit secured by BHC stodk.
addition to the report required above, eact

of credit not authorized by section 22(h) of the . . .
Federal Reserve Act and by Regulation O executive officer or director of a member bank

' the shares of which are not publicly traded mus
report annually to the bank’s board of directors

: . the outstanding amount of any credit that wa:
2050.0.3.5 Grandfathering Provisions extended to the executive officer or director tha

(a) Under FDICIA. FDICIA provided that is secured by shares of the member bank. (Se

the amendments to Regulation O would no.ISO Regl_JIa_tion M section_ 225'4.'(f) for the i(_:len-
affect extensions of credit entered into on o ical restriction on executive officers and direc-

before the effective date of the regulation!©rs Of @ bank holding company with loans se:
Therefore, extensions of credit, including lines-ured by shares of the bank holding company.)
of credit, made on or before May 18, 1992,

are not required to comply with either the2050.0.3.7 Report on Credit
individual-borrower limit made applicable to tg Executive Officers

directors and their related interests, or with the

aggregate limit on all loans to insiders. AllEach member bank must include with (but no:
extensions of credit, loan renewals, and loaRg part of) each report of condition (and copy
rollovers made after May 18, 1992, must com-
ply with all of the provisions of Regulation O. BHC Supervision Manual December 1994
In other words, banks cannot make new loans or Page 9
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thereof) filed pursuant to 12 U.S.C. 1817(a)(3) ather subsidiary of that bank holding company
report of all extensions of credit made by theunless the executive officer is also an executive
member bank to its executive officers since thefficer of the member bank) and each of its
date of the bank’s previous report of condition. principal shareholders to whom, or to whose
related interests, the member bank had outstand-
ing at the end of the latest previous quarter of

2050.0.3.8 Disclosure of Credit from the year, an extension of credit that, when aggre-

: . gated with all other outstanding extensions of
I\P/lr?r:r(;?pegl %%glﬁzgglgggcunve Officers and credit at that time from the member bank to

such person and to all related interests of such
c.person, equaled or exceeded 5 percent of the
member bank’s capital and unimpaired surplus
(1) "PrinCipal shareholder of a member or $500,000, whichever amount is less. No dis-

bank” means a person (individual or a Com_closure under this paragraph is required if the

pany), other than an insured bank, or branch g99regate amount of all extensions of credit
representative office of a foreign bank as define utstanding at that.tlme fm”? the member bank
in 12 U.S.C. 3101(P)that, directly or indirectly, 0 the executive officer or principal shar_eholder
or acting through or in concert with one or morelf the member bank and to all related interests

persons, owns, controls, or has power to vot8f SUch @ person does not exceed $25,000.
more than 10 percent of any class of votin A member bank is not required to disclose

securities of the member bank or company. Th e specific amounts of individual extensions of
aoqcredit.

term includes an individual or company that L
controls a principal shareholder (for example, a (c) Maintaining records Each member bank

person that contrals  bank holding companyle 'SPEC 7 SEN0 (RS BOTC ok the

Shares of a bank (including a foreign bank), ”
bank holding company, or other compan)p'SpOS't'on of the requests. These records may

owned or controlled by a member of an indi-be disposed of two years after the date of the
vidual's immediate family are considered to bd€duest.
held or controlled by the individual for the
purposes of determining principal shareholder
statust® e .

(2) “Related interest” means (i) any com- ZR%S%'Ig't?d?] 8“’” Penalties of
pany controlled by a person; or (ii) any political 9
or campaign committee the funds or services OL ) .
which will benefit a person or that is controlled 1Y member bank, or any officer, director,
by a person. A related interest does not includ§MPlOyee, agent, or other person participating in

a bank or a foreign bank (as defined in 12 U.S. he conduct of t.h‘? affairs of th.e ban}<, that
3101(7)). violates any provision of Regulation O is sub-

(b) Public disclosureUpon receipt of a writ- ject to a civil penalty, as specified in section 29
ten request from the public, a member banf the Federal Reserve Act.
shall make available the names of each of its
executive officers (with the exception of any
executive officer of a bank holding company of.
which the member bank is a subsidiary or of an

(a) Definitions.For the purposes of this se
tion, the following definitions apply:

050.0.3.10 Records of Member Banks
and BHCs)

9. A “foreign bank” means any company organized under_T0 h_elp |nspectlpr_1 and examlr_latlon persc_)nnel
the laws of a foreign country, a territory of the United Statesjdentify BHC officials, Regulation O requires
Puerto Rico, Guam, American Samoa, or the Virgin Islandggch member bank to maintain records neces-
that engages in the business of banking, or any subsidiary %rary to monitor compliance with this regulation
affiliate, organized under such laws, of any such compan A ’
This includes foreign commercial banks, foreign mer(:hanyB_HCS and nonbank SUbS'd[a“eS. §h0U|d be
banks, and other foreign institutions that engage in bankingiven access to the records identifying “bank
activities usual in connection with the business of banking inofficials.” Each state member bank is required

the countries where such foreign institutions are organized %% (1) identify, through an annual survey, all
operating. ! 9 Ys

10. See footnote 3. insiders of the bank itself, and (2) maintain
records of all extensions of credit to insiders of
BHC Supervision Manual December 1994 the bank itself, including the amount and terms

Page 10 of each such extension of credit.
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2050.0.3.10.1 Recordkeeping for Insiderscial and managerial strength to its subsidiarn
of the Member Bank’s Affiliates banks. Even if not extended on preferentia
terms, self-serving loans and other extensions ¢
A member bank is required to maintain recordgredit to insiders may be an imprudent busines
of extensions of credit to insiders of the membepractice and may reduce the lender’s liquidity ol
bank’s affiliates by: otherwise overextend the BHC. In such situa
(1) A “survey” method, which identifies, tions, formal or informal remedial measures by
through an annual survey, each of the insiders dhe Federal Reserve may be necessary. Form
the member bank’s affiliates. Under the survegnforcement action is provided for in the 1974
method, the member bank must maintaimmendments to the Financial Institutions Super
records of the amount and terms of each extemnisory Act of 1966 (12 U.S.C. 1818), which
sion of credit by the member bank to suchgrant the Board authority to issue cease-anc
insiders; or desist orders in appropriate situations. For com
(2) A “borrower inquiry” method, which plete details on formal corrective actions, se
requires, as part of each extension of credit, theection 2110.0.
borrower to indicate whether the borrower is an
insider of an affiliate of the member bank.
Under this method, the member bank musp050.0.5 INSPECTION OBJECTIVES
maintain records that identify the amount and
terms of each extension of credit by the member 1. To determine if any transactions betweer
bank to borrowers so identifying themselves. BHC officials, their related interests, and the
Alternative recordkeeping method for insid-BHC or its nonbank subsidiaries are based o
ers of affiliates.A member bank may use a preferential treatment.
recordkeeping method other than those identi- 2, To determine if any transactions betweer
fied above if the appropriate federal bankinlBHC officials, their related interests, and the
agency determines that the bank’s method is HC or its nonbank subsidiaries result in

least as effective. any undue loss exposure to the BHC or it
subsidiaries.

3. To determine if any BHC or nonbank

2050.0.3.10.2 Special Rule for extension of credit to a BHC official or related

Noncommercial Lenders interest is in the spirit of Regulation O's require-

ments or whether it is an attempt to circumven
A member bank that is prohibited by law or byRegulation O’s prohibition on various bank
an express resolution of the bank’s board oéxtensions of credit to similar parties.
directors from making an extension of credit to 4. To determine that BHC officials are aware
any company or other entity that is covered byf Regulation O’s limitations and prohibitions
Regulation O as a company is not required taind have established internal policies and proce
maintain any records of the related interests afiures for the bank subsidiaries to ensure compl
the insiders of the bank or its affiliates or toance by the banks.
inquire of borrowers whether they are related 5. To determine that the BHC has arranged t
interests of the insiders of the bank or itsmake available, upon request, a listing or som
affiliates. other form of information sufficient to identify

all “BHC officials” and to make certain that

such information is available to the bank subsid
2050.0.3.11 Section 23A Ramifications iaries in particular.

Loans to a holding company parent and its

affiliates are governed by section 23A of thexyp50.0.6 INSPECTION PROCEDURES
Federal Reserve Act and are not subject to
Regulation O. 1. Review the balance sheets and othe
records of the parent-only and nonbank subsidi
aries to determine if there are any loans or othe
2050.0.4 REMEDIAL ACTION extensions of credit to BHC officials.
2. Review the income statements and suf

Self-serving and abusive transactions deprive gorting records of the parent-only and nonbanl
BHC of opportunities and benefits that may.

otherwise have been available and may strip BHC Supervision Manual December 1994
BHC of its ability to serve as a source of finan- Page 11
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subsidiaries to determine if any interest incomeadministration of their subsidiary banks’ exten-

other income, or expense is associated with sions of credit to BHC officials.

transaction with a BHC official or a related 5. Review any information prepared by man-

interest. agement that presents a listing of all BHC offi-
3. Ask management to identify all suchcials and their related interests.

transactions and to provide supporting 6. Review any corporate resolutions declar-

documentation. ing an individual not to be an “executive offi-
4. Review management's familiarity with cer” for purposes of Regulation O and, if neces-

Regulation O’s limitations and the steps theysary, confirm the individual’'s nonparticipation

have taken to establish policies for the internain the formulation of corporate policy.

2050.0.7 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Law$ Regulationg Interpretations’ Orders
Loans and extensions  375a and 375b 215.4
of credit to executive (sections 22(g) 215.5
officers, directors, and  and 22(h) of (Reg. O)
principal shareholders  F.R. Act)
Granting of below- 4-514
market interest rate 3-1094

mortgage loans to
executives of BHC
subsidiaries as

compensation

Loans from 215.22

correspondents 215.23

Loans to 1972 215.20

correspondents

1. 12 U.S.C., unless specifically stated otherwise. 3. Federal Reserve Regulatory Serviederence.

2. 12 C.F.R., unless specifically stated otherwise.

BHC Supervision Manual December 1994
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